THOMAS C. ATKESON 


Assistant to the Commissioner of Internal Revenue 
(See Page 190) 


This Month: “Subject to a Mortgage”— Abnormal 


Income From Research and Development 











F O R T H €C O 









For another glimpse of the personalities 
behind the tax scenes in Washington, 
Mr. Farrar pays a visit to Colin Stam, 
the Chief of Staff of the Joint Com- 








mittee on Internal Revenue—‘Congress’ 
Man of Tax Facts.” Alfred S. Perlstein 


“In making liquidat- 














Warns tax men: 





ing distributions, it is wise to consider 





the question of transferee liability, as 
to 
innocent parties unless proper precau- 





serious result 





consequences may 








tions are taken,” in his article—‘Trans- 





feree Liability”. 





Does the rule against 
perpetuities affect pension trust plans? 





This is a question that a number of 





people have wondered about and in 





the article: 





“Perpetuities and Pension 

Lauritzen, a Chicago at- 
torney, thoughtfully analyzes the ques- 
tion. 





Trusts,” Mr. 














There will be other articles, also 








on timely subjects by authors who know 





their subjects. 














rgN 
| HIS MAGAZINE is published to promote sound 


signed articles on tax subjects of current interest. report 
interpretations of tax laws, and other tax information. 
The editorial policy is to allow 
tributions are invited. 
but responsibility 
expressed therein. 














Care will be exercised in check 
not assumed for the contents of 





1S 

















Subscription price: 





The 
N. 


TAXES 
214 


Is 


Tax Magazine published 
Michigan Ave., Chicago 1, Ill. 


Monthly bs 























MAY, 





VOLUME 24 





accounting principles relating to all federal and state t 


frank discussion of tax issues. 


Entered as second-class matter January 13, 


at the Post Ofiice at Chicago, Ill., under the Act of March 3, 1879. 


1946 


M 


Editor 
Henry L. Stewart 


Washington Editor 
Lyman L. Long 


Advisory Editor 
George T. Altman 


Business Manager 
George J. Zahringer 


Circulation Manager 
M. S. Hixson 


thought in economic. legal and 
axation. To this end it contains 
s on pending state tax legislation. 


On this basis con- 
ing the accuracy of data printed. 
the articles or for the opinions 


$5.00 per vear—single copies, 50¢. 


Commerce Clearing Ine., 


E939, 


House, 





NUMBER 











She TAX MAGAZINE 


Contents for 


MAY... . . Bea6 
Volume 24 Number 5 


Page 
Does the 1945 Revenue Act Penalize Your Business Form? 
by V. Downing Edwards 418 


“Subject to a Mortgage”. . Seats 7 ..........by Fritz L. Braunfeld 424 
Capital Gains in the Personal Holding Company Income _ by ILouis Winsten 447 


Abnormal Income from Research and Development 
by Joel Barlow and George S. Elpern 448 


How and When to Deduct Disputed Tax Items .... by A. Allen Simon 461 
A Tax Saving Suggestion On Your Next Automobile by Curt Gruneberg 468 
Interest Assessments on Foreign Tax Credit Adjustments by John L. Grant 470 
The Property Factor in State Income Tax Allocation by Edward Roesken 473 
A Definition of Power of Appointment by Edward T. Roehner 478 


Income Taxes on Beneficiaries of Pension and Profit-Sharing Plans 
by William R. White 480 


Tax Items of Special Interest. . by Bert V. Tornborgh 482 
Washington Tax Talk on ave ep 
Current Books of Interest to Taxmen... 5 nig te de karaesacy Ca 
Talking Shop .. by Lewis Gluick 492 
Interpretations ...... es ee 
State Tax Calendar eo re ee ae P eee ret. 
Federal Tax Calendar ae aa 
Letters ....... , io 


Printed in U. S. A., Title Registered U. S. Patent Office. 
Copyright 1946 by Commerce Clearing House, Inc. 













= 1945 REVENUE ACT is a tax re- 
duction measure, the first reduction in 
either corporation or individual taxes in 
many years. It is a “must” that all busi- 
nesses at this time make a thorough analysis 
of their tax problems in light of the changes 
made in the income tax law by the 1945 
Revenue Act, It is necessary for all busi- 
nesses to determine if the act penalizes them 
on account of the form they use to transact 
business. 


In the last few years, we saw a rush from 
the corporate form of doing business to the 
partnership or individual form. Corpora- 
tions in which a few individuals owned all 
or a large majority of the stock dissolved 
and transferred their business and assets 
to a partnership formed by the stockholders 
of the corporation. In those cases where 
one individual owned all the shares of stock, 
except qualifying shares in states which re- 
quire more than one stockholder, we have 
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seen the corporation dissolved and the busi- 
ness transferred to and operated by the 
individual. The primary cause of the change 
from the corporation form of doing business 
was to avoid the excess profits tax to which 
corporations became subject for years, 
commencing after 1941. Since the Revenue 
Act of 1945 became law, and during the next 
few years, we will witness the reverse of 
the situation. The Revenue Act of 1945, 
which is primarily a tax reduction measure 
for 1946 and later years, repealed the excess 
profits tax for 1946 and later years. This 
will cause many partnerships and individ- 
uals, who previously used the corporate 
form for doing business, to revert to the 
corporate form. Many businesses which 
have never used the corporate form as well 
as new businesses formed will now incor- 
porate. 


It is the opinion of the writer that in the 
past many businesses would not have 
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changed from the corporate form if they 
had foreseen some of the disadvantages 
they were to incur by making the change. 
Then too, many changes were made without 
a thorough analysis of the tax factor. Any 
changes that are made at this time may also 
be detrimental. The purpose of this article 
is to attempt to set forth a few of the more 
important elements which should be con- 
sidered in order to help shed some light, 
insofar as taxes are concerned, on the ques- 
tion of what form is most advantageous for 
your business to use. 


Tax Factor 


Taxes should not be the only factor con- 
sidered in determining what form of doing 
business will be the most advantageous. 
The fact is, however, that today taxes are 
one of the largest expenses incurred in pro- 
ducing net income for the individual or cor- 
poration. We must, therefore, consider how 
taxes will affect the net income (after taxes) 
or often mentioned by labor unions as “take- 
home pay”, depending on what form we use 
for doing business. 


The Revenue Act of 1945, which became 
effective January 1, 1946, except for certain 
provisions which do not affect this problem, 
makes very drastic changes in the revenue 
law insofar as deciding what form of busi- 
ness to use. The act is primarily a tax 
reduction measure; therefore, the changes 


1945 Revenue Act 


are mainly the reduction of rates, allowance 
of exemptions, and repeal of the excess 
profits tax, 


As far as the act affects individuals, it 
provides for a tentative normal tax of three 
per cent of the amount of the net income in 
excess of the credits against net income and a 
reduction of such tentative normal tax by 
five per cent thereof. A surtax is also levied 
upon surtax net income. A tentative surtax 
commencing at the rate of seventeen per 
cent of the surtax net income under $2,000, 
which rate gradually increases until it 
reaches eighty-eight per cent of the sur- 
tax net income over $200,000. This ten- 
tative surtax is reduced by five per cent 
thereof. The act still provides for the alter- 
native tax which may be elected if adjusted 
gross income is less than $5,000. 


The act allows the same exemption for 
normal tax as for surtax, which is $500 for 
the taxpayer and $500 for each dependent, 
which is a tax reduction as compared to the 
exemption for 19-45. 


The corporation surtax is decreased for 
every corporation which is subject to the 
surtax provided in Section 131 of the In- 
ternal Revenue Code. The normal tax for 
corporations remains the same. 


The following is a schedule of the cor- 
poration tax rates for 1946: 
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Normal 
Net Income Tax Surtax 
Not over $ 5,000.00 15% 6% 


Next .... 15,000.00 17% 6% 
Next .... 5,000.00 19% 6% 
Next .... 25,000.00 31% 22% 
Over*.... 50,000.00 24% 14% 





* Applies to the entire normal and surtax net 
income. 





From this schedule it can be seen that a 
corporation pays a higher tax on its net 
income between $25,000 and $50,000 than it 
does on its net income in excess of $50,000. 
This, in effect, penalizes a corporate busi- 
ness whose net income is between $25,000 
and $50,000 as it pays a higher tax on its 
net income in excess of $25,000 than cor- 
porations do on their income in excess of 
$50,000. The reason behind the strange 
variances in the gradual tax rate is to have 
the overall rate on the first $50,000 of cor- 
porate net income equal the thirty-eight per 


COMPARISON TABLE OF COMBINED NORMAL TAX AND SURTAX 


cent rate on all corporate net income if the 
total net income exceeds $50,000 and still 
have a low corporate tax rate on small busi- 
ness whose net income is less than $25,000. 


The act also provides that corporations 
shall not be subject to excess profits tax for 
any taxable year beginning after December 
31, 1945. The declared value excess profits 
tax and capital stock tax are also repealed 
under the act, except that the excess profits 
tax credit is not repealed for 1946. The 
effect of repealing the tax and leaving the 
credit permits a corporation, whose excess 
profits tax net income for 1946 does not ex- 
ceed its credit, to carry the unused portion 
of the credit back and receive a refund of 
excess profits taxes paid for prior years. 


The following table gives a e¢omparison 
of the combined normal tax and surtax for 
individuals, partnerships, and corporations 
based upon the rates for taxable years be- 
ginning after December 31, 1945: 


FOR 


INDIVIDUALS, PARTNERSHIPS AND CORPORATIONS 
Effective January 1, 1946 





Net Income Individuals 





Partnerships Corporations 

(Computation—The amount 

of tax each partner would 
pay if two partners and each 
shares equally in profits) 
$ 2,000 $ 380.00 $ 180.00 $ 420.00 

4,000 798.00 380.00 840.00 
5,000 1,045.00 484.50 1,050.00 
7,000 1,577.00 693.50 1,510.00 
9,000 2,185.00 921.50 1,970.00 
11,000 2,869.00 1,168.50 2,430.00 
13,000 3,638.50 1,434.50 2,890.00 
15,000 4,493.50 1,738.50 3,350.00 
18,000 5,890.00 2,185.00 4,040.00 
20,000 6,897.00 2,508.00 4,500.00 
25,000 9,642.50 3,434.25 5,750.00 
30,000 12,559.00 4,493.50 8,400.00 
40,000 18,753.00 6,897.00 13,700.00 
50,000 25,479.00 9,642.50 19,000.00 
60,000 32,604.00 12,559.00 22,800.00 
70,000 40,014.00 15,589.50 26,600.00 
80,000 47,709.00 18,753.00 30,400.00 
90,000 55,689.00 22,059.00 34,200.00 
100,000 63,954.00 25,479.00 38,000.00 
150,000 106,229.00 43,861.50 47,000.00 
200,000 148,979.00 63,954.00 76,000.00 
500,000 408,329.00 192,204.00 190,000.00 
1,000,000 840,579.00 408,329.00 380,000.00 





The tentative normal tax and surtax for individuals have been reduced by five per cent 


thereof as provided in the Revenue Act of 1945. 


Normal tax and surtax of individuals may not exceed eighty-five and one-half per cent 


of net income. 


No exemption credit has been taken in arriving at individual computation. 
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This table shows the amount of tax which 
an individual, partnership, or corporation will 
pay on a specific amount of net income. In 
computing the tax for individuals, the credit 
for exemptions has not been taken. There- 
fore, in arriving at the correct tax which an 
individual would have to pay, such credit for 
exemptions as applies to the specific indi- 
vidual must be deducted from his net income 
figure and the remainder used as his net 
income in computing his tax liability for the 
year of 1946. 


A partnership consisting of two partners, 
in which each shares equally in the profits, 
has been used as an example. 
at the total tax which both partners will pay 
upon the partnership income, the amount 
listed in the column labeled “partnerships” 
should be multiplied by two. The credit for 
exemptions of each partner must also be 
taken into consideration, 


From this table, it can be seen that if a 
business which is operated by an individual 
has a net income of $5,000 or less after de- 
ducting the credits for exemption for the 
individual, the tax under the Revenue Act 
of 1945 will be less than if the corporation 
form was used for doing business. As the 
net income increases over $5,000 the dif- 
ference between the tax which an individual 
would pay on such income and what a cor- 
poration would pay gradually becomes greater. 
If the net income from the business exceeds 
$5,000, the amount which an individual will 
be assessed will be greater than that assessed 
against a corporation. 


It can also be seen from this table that if 
a business is carried on through a partner- 
ship, as we have shown by example, when 
the net income exceeds $13,000, after de- 
ducting the personal exemption of each 
partner, the tax assessed is less if the cor- 
porate form is used instead of the partner- 
ship. The amount of tax assessed against 
the partnership will always be less than that 
assessed against the individual as the income 
is divided, and therefore, falls in lower sur- 
tax brackets. 


In the examples to be used, the credit for 
exemptions as apply to individuals has not 
been taken into consideration. 


An example of the tax saving which would 
incur on a net income of $100,000, if the 
business were conducted by the use of the 
corporation form is that the corporation 
would pay $38,000 tax on such income while 
an individual would pay $63,954, amounting 
to a tax saving in the amount of $25,954. If 
such business, having a net income of $100,000, 
were operated by the use of the partnership 


1945 Revenue Act 


In arriving* 


form, the tax assessed on such income to 
both partners would amount to $50,958. As 
compared to using the corporate form, the 
amount of tax assessed would exceed that 
assessed against the corporation in the amount 
of $12,958. The tax saving, if the business 
were conducted as a partnership as compared 
to an individual, would be $12,996. This 
example shows that if the net income of the 
business were $100,000 as far as the tax 
assessed on the income from the business is 
concerned, it is considerably less if the busi- 
ness is operated by the use of the corporate 
form. 

The following table shows the additional 
tax which will be paid on the net business 
income if the business is conducted by the 
use of the individual or partnership (con- 
sisting of two partners who share equally in 
the profits) forms over and above that paid 
by a corporation on the same net business 
income. 


ADDITIONAL TAX PAID BY INDI- 
VIDUAL OR PARTNERSHIP 





Net 
Business Income Individual Partnership 
$ 2,000 $ (40.00)* $ (60.00) 
4,000 (42.00) (80.00) 
5,000 (5.00) (81.00) 
7,000 67.00 (123.00) 
9,000 215.00 (127.00) 
11,000 439.00 (93.00) 
13,000 748.50 (21.00) 
15,000 1,143.50 127.00 
18,000 1,850.00 330.00 
20,000 2,397.00 516.00 
25,000 3,892.50 1,118.50 
30,000 4,159.00 587.00 
40,000 5,053.00 94.00 
50,000 6,479.00 285.00 
60,000 9,804.00 2,398.00 
70,000 13,414.00 4,579.00 
80,000 17,309.00 7,106.00 
90,000 21,489.00 9,918.00 
100,000 25,954.00 12,958.00 
150,000 59,229.00 40,723.00 
200,000 72,979.00 51,908.00 
500,000 218,329.00 194,408.00 
1,000,000 460,579.00 436,658.00 





* Figures in ( ) denote the additional tax 
that will be paid if the corporate form is used. 


The tax assessed against the business in- 
come is not the only factor to be considered 
as there is still the question of the tax on 
dividends received by the stockholders of 
the corporation, 
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Dividend Tax 


Any dividend that is declared by a cor- 
poration, whether in cash or property, is 
taxed to the stockholder as ordinary income, 
except liquidating dividends and stock divi- 
dends. If an ordinary dividend is declared 
in property, the market value of the property 
is used to compute the amount to be assessed 
to the stockholder. A liquidating dividend 
is not taxable to the stockholder until the 
stockholder has recovered his cost of the 
stock. Any profit realized from a liquidating 
dividend is treated as a capital gain. Special 
treatment is given to dividends considered 
as partial liquidating dividends under the 
Internal Revenue Code and Regulations. The 
tax on ordinary dividends taxes the stock- 
holder on the earnings of the corporation 
which are paid to him out of corporate earn- 
ings after corporate taxes. This is often 
called double taxation of dividends and is a 
factor which often halts the use of the cor- 
porate form if it is thought that the corpo- 
ration will pay out any material amount of 
its earnings to stockholders in the form of 
dividends. 

This problem is frequently met by the 
smaller corporations whose large stockhold- 
ers are officers or employees of the corpora- 
tion by paying the earnings out of salaries 
instead of dividends. The corporation can 
deduct such salaries, if reasonable, on its 
income tax return, thus avoiding the double 
tax. The income which is then retained for 
business purposes is still taxed at a lower 
rate than if the business were operated by 
an individual or a partnership. 


The payment of the earnings of the cor- 
poration, in salaries or wages instead of in 
dividends, will be confronted with less re- 
strictions in the future with the relaxing of 
the orders and regulations pertaining to 
wage and salary stabilization. The relaxing 
of these orders and regulations does not 
apply to contractors or agriculture employ- 
ment, and any increases granted cannot be 
used to secure an increase in price. The cor- 
poration is still required to prove such sala- 
ries or wages as reasonable in order to secure 
their deduction for income tax purposes. 
Usually, it is not difficult for the corpora- 
tion to show such payments as being reason- 
able. An examination of the cases as to the 
reasonableness of such deductions indicates 
that it has been difficult for the government 
to prove, in most cases, such salaries or 
wages as unreasonable, 

Another tax advantage can accrue in using 
the corporate form by having the corpora- 
tion withhold the declaration of dividends 
until a later year when the individual tax 


rates are lower. This is possible during a 
period when tax rates are declining. The 
corporation, however, must be careful that 
it does not violate the provisions of the In- 


ternal Revenue Code which imposes an addi- . 


tional income tax or surtax in the nature of 
a “penalty” on corporations for improper 
accumulation of surplus. 


Future of Double Taxation 
on Dividends 


Today it is impossible to mention the 
double taxation on dividends without men- 
tioning what the future may hold for such 
double taxation. It is the consensus of opinion 
that Congress will consider the question of 
double taxation on dividends when it takes 
up the next tax bill. The double tax en- 
courages the issuance of debentures, bonds, 
or other forms of borrowing to raise new 
capital and discourages the investment of 
capital by the issuance of stock, as the cor- 
poration does not pay an income tax on 
earnings used to pay interest since it re- 
ceives a deduction of interest paid on such 
debentures from its earnings before taxes. 
The holder of such security evidencing in- 
debtedness or the lender of the money pays 
a tax only on the interest accrued or re- 
ceived. While the corporation is not allowed 
to deduct from its earnings dividends paid, 
it must pay an income tax on the earnings 
used to pay dividends. At the present time, 
this is the main argument being advanced 
for the elimination of the double tax. 


Most Congressional leaders agree that the 
double tax is unfair. It retards the invest- 
ment of money in business in the form of 
stock issues and the formation of new busi- 
nesses. This is contrary to economic prin- 
ciples favoring a quick reconversion and 
full employment. Congressional leaders seem 
to realize that the double tax should be 
eliminated or reduced to stimulate and en- 
courage business expansion. 


The elimination or reduction of the double 
tax can be accomplished in several ways. 
The main question confronting Congress is: 
Shall relief be granted by reducing the stock- 
holder’s or the corporation’s tax liability? 
Some of the proposed plans are as follows: 
Allow corporations to deduct dividend pay- 
ments from their income, before taxes; re- 
peal all corporation income taxes with the 
adoption of an undistributed profits tax; 
reduce the individual’s tax as it applies to 
dividend income; give the stockholders a 
credit for the income taxes paid by the cor- 
poration on the income distributed as divi- 
dends; or partially exempt dividends received 
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from corporations. Congress seems to favor 
the plan of granting relief to the stockholder 
instead of the corporation. 

Mention is made of this as it should be 
given consideration in determining what 
form to use for your business in the future. 


Expansion of Business 


If your business is planning expansion or 
requires additional capital investment from 
year to year that cannot be deducted as ex- 
penses for income tax purposes, the corpo- 
rate form will result in a tax saving, thus 
making more funds available for expansion. 
Capital improvements and funds spent for 
business expansion usually are not allowable 
expenses; therefore, earnings used for these 
purposes have been subject to income taxes. 
The tax saving will result as the taxes, 
which the corporation will pay on the earn- 
ings used for expansion and capital im- 
provement, will be considerably lower than 
the tax rate paid by an individual or a part- 
nership on the same earnings. 


As an example, assume that the net earn- 
ings of the business were $500,000 during the 
year 1946, and it was determined to use the 
entire earnings, after taxes, for plant ex- 
pansion. If the business were conducted by 
the use of the corporate form, there would 
be $310,000 of earnings for the use of plant 
expansion, after deducting $190,000 for normal 
tax and surtax. The same business, oper- 
ated by an individual and not incorporated 
would have $91,671 of earnings for use in 
plant expansion, after deducting $408,329 for 
normal tax and surtax. The business using 
the corporation form would have an addi- 
tional $218,329 for plant expansion as com- 
pared with the same business using the 
individual form for doing business. The 
additional funds available for plant expan- 
sion are secured entirely through tax savings. 


JERSEY CITY, NEW JERSEY 


If your business is planning on plant ex- 
pansion, the corporate form would be the 
most advantageous insofar as the tax factor 
is concerned, if the corporation would not be 
required to declare the majority of its earn- 
ings in dividends. 

Certain expenses and the depreciation sus- 
tained on certain assets are not allowable 
deductions if the business is operated by 
the use of a sole proprietorship. If the cor- 
poration form is used, these deductions are 
usually allowable. 


Other Factors 


Some of the factors which may be more 
or less important, other than the tax factor, 
in determining what form should be used 
for your business are: Social security bene- 
fits for the owners of the business; personal 
liability for the business indebtedness; size 
of business; the form best adaptable to the 
type of business ; securing of the investment of 
capital; dissolution of the business upon 
death of owner if operated by individual ar 
partnership; continuation of corporate busi- 
ness on death of stockholder. Only a few 
of the factors that must be considered have 
been mentioned. Each business must be con- 
sidered by itself, as the weight to be given 
various factors in the particular case will 
vary. 


It is advisable to analyze what effect the 
Revenue Act of 1945 will have on your busi- 
ness along with other factors preparatory to 
determining what form of doing business is 
the most advantageous for your purposes. 
If a change is advisable, maximum benefits 
will be derived by making the change now. 
Immediate action is of prime importance to 
prevent the penalizing of your business by 
the 1945 Revenue Act even though we can 
expect another tax bill in 1946 which will 
cover more phases of the income tax law 
and affect its basic structure. [The End] 





Jersey City’s 1944 general revenue, reversing the tendency of the several pre- 
ceding years, expanded by one-fifth, while general expenditure remained virtually 


at the 1943 level. 


Taxes as a whole, because of the absence of any major taxes 


except those on property, provided less than two-thirds of Jersey City’s revenue 
as compared with the general average of almost three-quarters for cities of the 
same population-size group. State aid, on the other hand, providing almost thirty 
per cent of the city’s revenue, constituted twice the average proportion. Local 
shares of railway property and franchise taxes and utility franchise and gross 
receipts taxes made up the greater part of state aid received. School aid, com- 
posed largely of the local share of the state school tax, accounted for most of 
the remainder. The major item of revenue from charges and miscellaneous income 
was the one million dollar receipts of the Jersey City medical center for services. 
—Bureau of the Census, City Finances: 1944, March, 1946. 
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rTMHERE ARE SEVERAL 
puzzling problems under the 
Internal Revenue Code when prop- 
erty is “subject to a mortgage.” ' 
Although this situation may arise 
in several ways, the cases may be 
classified into two groups. 


The first, when the mortgagee 
has a remedy in personam against 
one party and a remedy in rem 
against a different party. This 
occurs either where the mortgagor sells his 
property and the buyer does not assume 
personal liability under the existing mort- 
gage (or judgment of record), but takes 
the property subject to the mortgage only; 
or where the owner encumbers his property 
with a mortgage for the debt of a third 
person without incurring any personal lia- 
bility therefor. 


The second, when the mortgagee has only 
a remedy in rem, This happens where the 
mortgagee and owner agree that the mort- 
gagee shall be entitled to proceed against 
the mortgaged property only, and not against 
any other property of the mortgagor or his 
successor. Quite similar is the situation 
where real estate taxes or assessments under 
state law cannot be enforced by an action 
against the owner, but only against the 
property. 

In order to appreciate the peculiar and 
technical situation that arises when prop- 
erty subject to a mortgage is dealt with, 
it is advisable to discuss the main factual 
situations wherein federal income _ tax 
problems in connection therewith arise, 





'This expression and the phrase ‘‘liability 
not assumed’’ will be used to indicate that the 
mortgagor or his grantee is under no duty to 
pay the mortgage. 

For a detailed discussion of property subject 
to a mortgage see: Jones: A Treatise on the 
Law of Mortgages of Real Property, 8th ed., 
Section 910 and seq; Glenn on Mortgages, Sec- 
tion 5.4. 
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“The revenue act must be construed as a whole, and a sensible construction, one which will 
effectuate the legislative intention, should be given. (In re Chapman, Brons Hotels, Inc).” 


“SUBJECT TO A MORTGAGE” 


By Fritz L. Braunfeld 


Dr. Juris, University of Vienna; Juris, Dr., University of Chicago; former member 
of the Vienna (Austrian) Bar; member of the Illinois Bar, Chicago. 








before drawing any conclusions. 
Although it is impossible to sep- 
arate the different problems en- 
tirely, since they are interlocking, 
they will be discussed separately 
as far as possible. The main 
factual situations wherein these 
problems do arise may be grouped 
as follows: 

(1) Taxability of gain or loss in 
a like kind exchange. 

(2) Tax problems in the installment sale. 

(3) Character of loss in foreclosure o1 
surrender of real estate. 


(4) Computation of basis and treatment 
of gain derived by the owner on the repay- 
ment of a mortgage with a lesser amount. 


PRINCIPLES OF COMPUTATION 


Computation Where the Buyer 
Assumes the Mortgage 


In order to recall the principle involved 
in computing the sales price, we shall start 
with some common computations. 


For the purpose of simplifying the illus- 
trations used below, we shall eliminate two 
questions that often arise. We shall assume 
that the cost to the seller is equal to the 
fair market value of the property at the 
time of the sale or exchange. This regu- 
larly happens where the seller sells his 
property very shortly after he acquired it, 
and derives only a small profit either by 
taking advantage of a temporary market 
fluctuation, or by finding a buyer who has 
a personal reason for desiring the property. 
Further, we shall omit the question of de- 
preciation. It is true that depreciation de- 
creases the basis of the property. The price, 
however, usually reflects the depreciation; 
hence, if we disregard it, the difference be- 
tween basis and price, which is the resulting 
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gain, will not deviate much from the gain 
actually obtained. 


To start with the fundamental computa- 
tion of an ordinary sale, we shall take the 
following situation: 


A man buys property for $100. He pays 
$50 cash and assumes an existing mortgage 
for $50, or he pays $100 cash and later 
places a mortgage of $50 on the property. 
Shortly after buying the property he sells 
it for $105, the buyer assuming the mort- 
gage. Pursuant to Section 111(b), I. R. C., 
the amount realized shall be the sum of any 
money received plus the fair market value 
of any property received. There is no doubt 
that the assumption by the purchaser of a 
liability of the seller is “property”? received 
by the seller, and the computation is as 
follows: 


Computation I 
Seller receives: 
Cash eee eee ee 
Assumption of mortgage by buyer.. 50 


Total consideration received..... $105 
Less seller’s basis 


Taxable gain of seller 


Computation Where the Buyer Does 
Not Assumes the Mortgage 


If, however, the buyer does not assume 
the mortgage liability and takes the prop- 
erty merely subject to the mortgage, the 
question arises whether there is any prop- 
erty which in the computation is to be added 
to the money received by the seller. The 
buyer does nat assume any pecuniary lia- 
bility and is under no personal duty to pay 
the mortgage; however, he acquires a prop- 
erty that remains liable as a primary fund 
to the mortgagee. In case of default, the 
mortgagee may have recourse to the prop- 
erty, and the buyer will be compelled to 
pay the mortgage or suffer the loss of his 
newly acquired property. Normally there- 
fore, the buyer will pay the same price 
whether he assumes the mortgage (thus 
binding himself to pay it), or whether he 
only takes the property subject to the mort- 
gage.® This fact indicates that he assumes 
more than a mere risk: the right of the 

*In a like kind exchange the question is 
whether it is property or money, as we shall de- 
velop later. 

>For cases deviating from this rule see 
“Transfer of a Mere ‘Equity’?’’ p. 433 and see 
also the argument of the CCA-2 in the recent 
decision Commissioner v. Crane [46-1 ustc 
{ 9123], footnote 55. 


“Subject to a Mortgage” 


mortgagee to take the property in case of 
default has its correlative in the liability of 
the buyer to yield this property and to suffer 
its loss in satisfaction of the mortgage. This, 
then, is the liability which, by entering into 
the deal, the buyer assumes though he does 
not assume it expressly, but by force of law. 
As he can relieve himself by paying the 
debt for which the property is liable, his 
liability—provided he acts prudently—can- 
not exceed the value of the property or the 
amount of the mortgage debt, whichever is 
the lower. 


On the other hand, the seller—even though 
he still remains liable—may reasonably ex- 
pect that the mortgagee will first look to 
the property;* if the mortgagee does not, 
the seller, after having paid the mortgagee, 
has the right of recourse to the property. 
Weak though the position of the seller may 
be in this respect, he is no worse off than 
a seller whose liability was assumed, since 
not even the latter can force the buyer to 
pay immediately when the mortgagee pre- 
fers to enforce his claim against the seller 
(mortgagor) instead of against the buyer. 
If the inclusion of the liability to pay is 
justified in that case, the same must apply 
for the liability to yield. 


Computation II 
Seller receives: 
Cash in 8. tere S55 
Assumption by buyer of the liability 


to yield the property in case of 
default te 50 


Total consideration received 
Less seller's basis.......... 100 


Waseae AT cori acy, o wh es $5 


Gain (and loss) will therefore be the same 
in both cases, whether the buyer assumes 
the liability or acquires the property merely 
subject to the mortgage. This reflects the 
determinative economic fact common to the 
two transactions. 


I. LIKE KIND EXCHANGE 


Principle of a Like Kind Exchange 


Applying these principles to a “like kind 
exchange,” we have first to consider that 
the provisions of the Internal Revenue Code 
concerning like kind exchanges are an ex- 
ception to the general rule that the gain 
from the sale or exchange of property is to 


*In some jurisdictions he is forced to do so 
by statute. 
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be taxed in the year in which it accrued (or 
was paid). In the case of a pure like kind 
exchange no gain or loss is recognized 
(Section 112 (b)(1)) ; where, however, besides 
like kind property, some money or other 
property is also received, the gain is to be 
recognized in an amount not in excess of 
the sum of money or the fair market value 
of the other property received (Section 
112(c)(1)); loss, however, is not recog- 
nized (Section 112(e)). These provisions 
amount to a complete postponement of taxa- 
tion in the case of a pure like kind exchange, 
and to a partial postponement in the other 
case, until the exchanged property is sold. 
Since there is a postponement only, the final 
result of the taxation of a like kind exchange 
must be the same as if there had been a 
sale and money only had been received for 
the property. This simple proposition must 
be kept in mind when we are confronted 
with the problem of how gain or loss will 
be computed where the “buyer” ® takes the 
property subject to the mortgage, only. 


Like Kind Exchange Where the 
Mortgage Is Assumed 


However, first we shall discuss the case 
where a mortgage is assumed by the “buyer.” 
Under the rule of Brons Hotels, Inc.,° the 
assumption of a mortgage is treated as 
money or property received within the pur- 
view of Section 112(c)(1); hence, any gain 
is recognized up to the amount of the mort- 
gage. If, therefore, in the first example the 
“seller” receives—instead of $55 in money— 
real property of the same value, the com- 
putation will be the same as it was in the 
case of the sale above. 


Computation III 
“Seller” receives: 
Fair market value of new property. $ 55 
Assumption of mortgage by buyer.. 50 
Total consideration received..... $105 
Less basis of property sold.......... 100 


—_—— 


Gain of “seller” wholly recognized.... $5 


The basis of the new property is com- 
puted as follows: 


Substituted basis of old property..... $100 


Less value of unlike property received 
(assumption of mortgage by “buyer”) 50 


Add recognized Gain ... 2... 6.565.865 5 


New basis 


used ciecnn ncaa tietataetas $ 55 


If the “seller” resells this new property 
for its fair market value of $55, he will 
have no further gain or loss—which is in 
accord with the fact that this gain was al- 
ready wholly taxed.’ 


Like Kind Exchange Where the 
Mortgage Is Not Assumed 


Turning now to the question of a like 
kind exchange where the “buyer” takes the 
property subject to the mortgage, reaching 
the solution should meet with no difficulties. 
Just as the assumption of a mortgage is 
treated as unlike property received, the as- 
sumption by the “buyer” of the liability to 
yield the property in case of default must 





5 Through the expressions ‘‘seller’’ and 
‘“‘buyer’’ (purchaser) should be used only in 
a sale, they will be used here also for the 
parties to an exchange; however, in the latter 
case, these words will be enclosed by quotation 
marks. 


634 BTA 376, 1936 [CCH Dec. 9306]. This 
case expressly overrules Fashion Center Build- 
ing Company, 31 BTA 167, 1934 [CCH Dec. 
8699]. Compare U. 8S. v. L. M. Hendler, 303 
U. S. 564, 1938 [38-1 ustc J] 9215.] 

7 The same must hold true where only a part 
of the gain was recognized at the first exchange, 
as the following example indicates: 


Computation IV 
‘Seller’ receives: 





The basis of the new property is computed as 
follows: 


Substituted basis of old property $100 
Less assumption of mortgage by ‘‘buyer’’ 5 





Add gain recognized.. 





a Eee ae Dee Se ee OR 100 

When the ‘“‘seller’’ resells this property the 
value of which we have assumed above to be 
$105, the computation will be as follows: 


Selling price received 
Less basis of property 


Second gain . 


Fair market value of new property ... $105 We have computed on the exchange a 
Assumption of mortgage by buyer : 5 total gain of .. ee a 
The gain recognized on the exchange is. . 5 
Total consideration received .. ~. 226 The gain on the following sale is....... 5 
SN IR © ercdias7e sy Gc iialiotg atrieic orate CO aT 100 cece 
eae Total gain recognized. ......%....6..06..- $ 10 
RS Sa ann RO eS eee ee 10 
— Thus the whole gain on both the transactions 
Rd ora Sr aienw acne Ae a wie wracetwrae 5 is ultimately subject to taxation. 
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have the same effect. There is nothing 
artificial about this proposition; it reflects 
the fact that the fair market value of the 
property will be the same as if the “buyer” 
should assume the mortgage since, though 
not promising to pay, he will be compelled 
to do so if he wants to relieve himself of 
his liability to yield the property. 


Were we to apply the contrary proposi- 
tion, our computation above would run as 
follows: 

Computation V 


“Seller” receives: 


Fair market value of new property. $ 55 
Mortgage not assumed... 0 


Total consideration received 
Less basis of property sold 


. $ 55 
100 


Loss (not recognized under subsec- 


tion (e)) ita xt ee 


... S160 
Less value of unlike property received 0 


Substituted basis of new property. 


Gain or loss. recognized 
New basis 


li the property is resold for its fair market 
value of $55, the loss will be $45 as com- 
pared with the gain of $5 on the correspond- 
ing exchange where the mortgage was 
assumed. This result is of course incom- 
plete, because when the “seller” is finally 
relieved from his mortgage liability of $50, 
this amount will have to be added to the 
cash received, thus making the loss of $45 
a gain of $5.° Without deducting the mortgage 
liability we cannot reach a logical result, 
and there can be doubt only as to the time 
when the deduction should be made. How- 
ever, it is not true that the “seller” does 
not receive property before he is definitely 
relieved from his liability by the discharge 
of the mortgage. He obtains, immediately 
upon the exchange, relief from his liability to 
yield the property which is now assumed 
by the buyer, and if he should be called upon 
to pay the mortgage debt, he will be sub- 
rogated to the mortgagee’s rights and may 
enforce the liability to yield against the 
“purchaser.” Consequently, he should be 
taxed at the instant when the liability to 
yield is assumed by the “buyer,” and not 


8’ This answers the question in 3 Merten’s 
The Law of Federal Income Taxation, Section 
20.107: What is the consideration presently re- 
ceived where there is no promise by the trans- 
feree to pay the exchanger’s debt? 

® See also ‘‘The Hbert Case,”’ p, 428. 
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only on the definite liquidation of the mort- 
gage. 

Postponing the taxation of the gain until 
the payment of the mortgage by the “pur- 
chaser” is not provided by the statute, and 
would lead to difficulties. The Internal 
Revenue Code prescribes only one kind of 
postponement of the gain, namely, till the 
“seller” resells the property acquired on a 
like kind exchange. Moreover, if the mort- 
gage were repaid in installments, the prob- 
lem would arise whether the gain, too, would 
be taxable in installments,” Congress might 
well settle the problem so as to postpone 
the taxability of the gain in the case of 
exchange of properties of which at least one 
is taken subject to a mortgage. However, 
lacking such a provision, it seems necessary 
to resort to those computations which fit 
into the framework of the present statute. 
Since immediate taxability is the rule, we 
are not allowed to apply an exceptional pro- 
vision—postponement of the taxability— 
where we are not forced to do so by over- 
weighing reasons.” 

Therefore, in order to obtain a reasonable 
result, it is necessary to treat the case where 
property is taken subject to a mortgage in 
the same manner as where the liability of 
the mortgagor is assumed by the buyer. 


Like Kind Exchange Where Neither 
“Seller” Nor “Buyer” Are 
Personally Liable 


The situation where property subject to 
a mortgage is sold or exchanged subject to 
this mortgage must be solved exactly in the 
same manner as the prior situation. In this 
case as well, the buyer assumes the liability 
of the seller to yield the property in case 
of default. On the other hand, what the 
seller receives is the security that no part 
of any property owned by him will in the 
future be liable as a fund for the payment 
of this debt. The claim of the mortgagee 
against property owned by him has been 
extinguished, and there is merely a claim 
in rem against the property of a new owner. 
The seller’s liability to yield property and 
to sustain a loss under certain conditions 
is now a different man’s liability and a dif- 
ferent man’s loss. 

When the “buyer” in our computation II 
above sells his property acquired in the ex- 

10 Similarly the necessity of avoiding ‘‘re- 
peated recomputations and administrative com- 
plications’’ was stressed by the CCA-2 in the 
recent decision Commissioner v. Crane of De- 
cember 28, 1945 [46-1 ustc { 9123], as to the 
method of computing depreciation. See foot- 


note 55. 
11 See also ‘‘The Ebert Case,’’ p. 428. 
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change for $56, thus becoming the “second 
seller,” our example will look as follows: 


Computation VI 
“Second seller” receives: 
i eee ee $ 56 
Assumption of the liability to yield 
the property in case of default by 
“buyer” . 


Total consideration received 
Less “second seller’s” basis 


Taxable gain 


Computations in Different 
Jurisdictions 


The application of the principle developed 
must be tested in another case. Where a 
seller, who was not personally liable, con- 
veys property to a buyer, who takes it as- 
suming the liability, there are two conflicting 
views between the jurisdictions of the vari- 
ous states. Under the one rule™ the mort- 
gagee does not acquire a claim against the 
buyer although the latter intended to assume 
the liability. Under this solution no new tax 
problem arises, since this is just another 
case where neither the seller was, nor the 
buyer becomes, personally liable. 


Where, however, the other rule governs,” 
and the mortgagee is given a direct claim 
against the buyer, the objection could be 
raised that the “buyer” not only assumes 
the liability to yield the property, but that 
his liability to pay also is effective in this 
case, so that he assumes two liabilities in- 
stead of only one, as he does under the 
majority rule. This argument, however, is 
fallacious. Wherever a liability to pay is 
assumed, the liability to yield the property 
is included therein, since the mortgagee can 
force the buyer only either to pay or to 
yield the property. 

However, in the jurisdictions where the 
second rule prevails, the soundness of our 
proposition that the mortgage not assumed 
cannot be neglected in the computation, may 
well be proved. Assuming our computation 
II is wrong and computation V is right, the 
basis of the “buyer” who does not assume 
the liability would be $55; and if he now 
sells or exchanges the. property, thus be- 

2E. g., Fry v. Ansman, 29S. D. 30, 135 N. W. 
708, Sup. Ct. S. D., 1912. 

8 E, g., Duvall-Percival Trust Co, v. Jenkins, 
16 F. (2d) 223, CCA-8, 1926. See Williston on 
Contracts, Section: 386. A.; Restatement on Con- 
tracts, Section 133, 144. (Tllust. 2); 2 Jones 
(8th ed.), Section 950, ete. 
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coming the “second seller,” and the “buyer” 
in this exchange assumes the mortgage, the 
sales price must be increased by the mort- 
gage assumed. 


Computation VII 
“Second seller” receives: 


$ 56 
50 


Total consideration received....... $106 
Less basis of property sold........... 55 


$ 51 
The real gain of one dollar will show itself 
only if we use the correct computation I] 
deducting the basis of $105, which is thie 
consideration paid for the property. 


Under the wrong computation VII the 
difference between the consideration re- 
ceived by the “second seller” in the sale or 
exchange and his basis would be the amount 
of gain or loss, increased by the mortgage 
liability. It is true, in computing gain or 
loss, we could avoid such an absurd result 
by saying that the assumption of the mort- 
gage is not to be added to the like property 
received by the “seller,” since not he, but 
the mortgagee, receives the advantage from 
the “buyer’s” promise. However, even if 
we could neglect the mortgage in the com- 
putation of the “selling” price, we could 
not avoid adding the mortgage to the basis 
of the “buyer” who assumes it,—a very ex- 
traordinary result! Were we not to increase 
the basis of the “buyer” by the mortgage 
assumed, the difficulty would come up if 
he should sell the property to a buyer, who 
assumes the mortgage, or in the foreclosure. 


A realistic view can only find that a prop- 
erty worth $100 encumbered with a mort- 
gage of $50 has the same value whether the 
owner is personally liable or not. The sell- 
ing price and the basis for the depreciation 
as well must, therefore, be the same in both 
cases; and, whether the mortgage of $50 is 
assumed or not, it must be added to the 
$50 received in cash or property, thus mak- 
ing $100 in both cases. 


The Ebert Case 


The leading case for the situation where 
the “buyer” does not assume the mortgage 
liability, but takes the property only subject 
to the mortgage, is Estate of Theodore Ebert, 
Jr. deceased™ In that exchange Ebert, 
whom we shall call the “seller,” transferred 


1137 BTA 186, 1938 [CCH Dec. 9928], 
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his property to a “buyer,” who acquired it 
subject to a mortgage of $45,000, and granted 
to Ebert a mortgage valued at $3,000. The 
profit was computed as follows: 


Fair market value of property 
received by Ebert ..... 


Less mortgage on that property. 


$30,000.00 
16,000.00 


Equity received .... $14,000.00 

Fair market value of second mort- 
gage received by Ebert....... 

Mortgage on property transferred 
by Ebert 


3,000.00 


45,000.00 


.. $62,000.00 
Less basis of property transferred 
by Ebert 


Total consideration received 


37,632.77 


Profit realized by Ebert $24,367.23 


If the buyer had assumed the mortgage 
of $45,000, the whole profit of $24,367.23 
would have been subject to tax since it 
was less than the money or the property to 
be treated, under the rule of the Brons case 
above, as money received. This was the 
first time that the question to be decided 
was, how much of the profit realized should 
be recognized in a case where the property 
was transferred only subject to the mortgage. 
The taxpayer asked that a profit of $10,367.23 
only be recognized, figuring as follows: 
Fair market value of second 

mortgage received by Ebert. $ 3,000.00 
Mortgage on property trans- 

ferred by Ebert.. $45,000.00 


Less basis of this 
property 


37,632.77 


7,367.23 * 


Total of unlike pro- 
erty received by Ebert $10,367.23 


The Board of Tax Appeals held that the 
whole gain was to be recognized; if only 
the amount of $10,367.23 were to be recog- 
nized as taxable gain, the basis of the new 
property would have to be computed as 
follows: 


% The idea behind it is evidently that the 
‘seller’? cannot be relieved from a greater lia- 
bility than his property is worth. This is 
incorrect where the ‘‘seller’’ is personally liable 
as he was in this case. Even if he were not 
liable, it would be wrong in this case, because 
the property was worth more than the mortgage 
so that upon selling or exchanging it, he was 
released from the whole liability. The value 
of the property, and not the basis, has bearing 
on the question as to what part of his liability 
he was released from by the sale. 


“Subject to a Mortgage” 


Basis of old property 
Decreased by second mortgage 
received 


$37,632.77 


$34,632.77 
Add gain recognized 10,367.23 


Substituted basis of new property $45,000.00 


The Board of Tax Appeals points out 
that this new property with a basis of 
$45,000 would be realized for the value of 


the second mortgage of $ 3,000.00 
and the fair market 
value of the new 
property ... 14,000.00 


17,000.00 


Hence, a loss would 
ensue of ...:.5:. 


$28,000.00 


This computation contains a slight error 
in that the value of the second mortgage 
of $3,000 has already been considered in the 
first computation as money received. There- 
fore we have to take it out, thus increasing 
the loss as computed by the Board of Tax 
Appeals from $28,000 to $31,000. 


If we develop the idea expressed by the 
Board of Tax Appeals and go one step fur- 
ther in the computation, we must consider 
the fact that some day—whenever it may 
happen—the “seller” Ebert (who was still 
liable for the mortgage of $45,000) would be 
relieved from this liability either by a payment 
made by the “buyer” to the creditor or by 
the creditor’s foreclosure of the property.” 
When the seller is finally relieved from his 
mortgage liability of $45,000, his gain on the 
whole transaction will be increased by this 
amount of .. $45,000.00 
and his loss of . 31,000.00 


will therefore be changed into 


a gain of _.... $14,000.00 
Adding the gain already recog- 
nized Dc peay 10,367.23 


we again obtain the same profit 
Gf... an ae $24,367.23 


%If the mortgagee prefers to enforce the 
payment from the “‘seller,’’ and the latter has 
recourse to the property and recovers his pay- 
ment therefrom, the gain—under this proposi- 
tion—would not be taxable before he recovers 
his payment. 

Treating the repayment of the mortgage as 
income from discharge of indebtedness would— 
aside from other objections—lead to a capital 
loss of $26,632.77 on the exchange, not recog- 
nized under Section 112(c), to a capital loss of 
$23,632.77 when the exchanged property is sold, 
and to a full gain of $45,000 and $3,000—on the 
payment of the mortgage—an obviously wrong 
result! 
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We have indicated that this method is not 
recognized by the statute, and would be 
very impractical. 

















It seems, therefore, inescapable, in order 
to obtain a reasonable result, to treat the 
case where property is taken subject to the 
mortgage on a parity with that case where 
the liability of the mortgagor is assumed 
by the buyer. The computation would then 
be as follows: 


Profit realized by 
wholly recognized 












































Ebert and 





$24,367.23 


The basis of the new property would be 
computed as follows: 




















Basis of old property $37,632.77 








Decreased by 
Second mortgage 
received . $ 3,000.00 


Mortgage subject 
to which prop- 
erty was trans- 
rer 



































45,000.00 48,000.00 





($10,367.23)* 
24,367.23 








Increased by gain recognized 











Adjusted basis ..... $14,000.00 ” 


It can readily be seen that, if the new 
property is sold for the same value which 
was assumed in the exchange, namely, 
$14,000, there will be no further gain or loss. 



































The last computations indicate that the 
result in the Ebert case is correct, not be- 
cause it would be impossible to obtain a 
reasonable result if the gain were to be 
taxed by installments, but because we must 
treat the liability not assumed as property 
or money” and—as indicated above—be- 
cause we are not entitled to resort to a 
postponement of taxation without com- 
pelling cause. 























































1% To avoid the minus figure the computation 
may be made also thus: 

























































































The Revenue Act of 1939 
and Its Background 


So far we have considered only the situa- 
tion for taxable years including 1938. The 
Revenue Act of 1939, introduced by Section 
213(d), a new sentence now embodied in 
Section 113(a)(6), which is applicable to 
taxable years beginning after December 31, 
1938. This provision runs as follows: 


“Where as part of the consideration to 
the taxpayer another party to the exchange 
assumed a liability of the taxpayer or ac- 
quired from the taxpayer property subject 
to a liability, such assumption or acquisi- 
tion (in the amount of the liability) shall, 
for the purposes of this paragraph be con- 
sidered as money received by the taxpayer 
upon the exchange.” 


It will be seen, at first sight, that this 
provision prescribes the same computation 
for the basis which the Board of Tax Ap- 
peals had used in the Ebert case. In order 
to understand why the new provision was 
added to the code, we must go back to the 
situation prior to this amendment. Since 
Section 112(c) provides that the gain shall 
be recognized “in an amount not in excess 
of the sum of such money and the fair 
market value of such other property” re- 
ceived, it did not make any difference for 
the computation of the gain whether the 
assumption of a mortgage was regarded as 
property or money. However, in the com- 
putation of the basis the old act differen- 
tiates between money and property. Easy 
as the computation of the gain was, in com- 
puting the basis in the Brons and Ebert cases, 
the Board of Tax Appeals faced considerable 
difficulties. There they had to choose 
whether to treat the mortgage as money or 
as property. In choosing in the Brons case 
the former, they did not say that they were 
compelled under the statute to do so, but 
reasoned as follows:™ 


“We believe that it is eminently fair to 
the petitioner, as well as to the Government, 





Basis of old property.............. $37,632.77 to treat the assumption of the mortgage 
Increased by gain recognized 24,367.23 indebtedness as money received and thereby 
to give the petitioner as a basis for gain or 
. aia 62,000.00 Joss upon the subsequent sale the actual and 
= ates -. — stipulated fair market value of the property 
ceived ....... $ 3,000.00 received in exchange. ... Had the 
Mortgage subject to Board of Tax Appeals, lacking a special 
which property was provision, treated the assumption of the 
transferred ... .. 45,000.00 48,000.00 mortgage as property—and if it was not 
Atheist ete ......... $14,000.00 money, it could be property only—the com- 
- putation of the basis would have been more 
For the better computation see p. 432, 433. complicated, as is shown below: 
20 See ‘‘The Revenue Act of 1939 and Its Back- 
ground,’’ also on this page. 21 34 BTA 376, at 382 [CCH Dec. 9306]. 
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We 
Brons 


amou 
purct 
but 


We will simplify the computation of the 
Brons case by supposing that not only the 
amount of the mortgage assumed by the 
purchaser of $181,666.62 
but also the following items 

were mortgages, namely, the 

current liabilities assumed... 
and the unamortized lease as- 
sumed by the purchaser 


8,979.07 


14,731.43 
$205,377.12 
From this single mortgage the 
current liabilities assumed must 
be deducted 
The incumbrance to be taken 
into consideration is therefore. $194,832.47 


Computation of Gain: 
Cash received 
Mortgage assumed by purchaser 
New property received 


$ 13,914.62 
194,832.47 
100,000.00 
$308,747.09 

229,435.18 


$79,311.91 


Computation of Basis of New Property Pur- 
suant to Section 113(a)(6) Before 1939: 
Basis of old property $229,435.18 
Less money received 13,914.62 

$215,520.56 
Less fair market value of other 
property received (mortgage net)l94,832.47 
3asis before increase by gain... $ 20,688.09 
Increased by gain 79,311.91 
New basis (same as fair market 
value of new property) 


Less basis of old property 
Gait: 2... 


$100,000.00 


In this computation the new properties 
take the basis of the old property of 
$229,435.18, but therein is also included the 
basis of the other unlike properties received 
—the assumption of the mortgage. Allo- 
cating under Section 113(a)(6), as it stood 
before the Revenue Act of 1939, to the as- 
sumption of the mortgage the full fair mar- 
ket value of this mortgage—which under 
the facts of the case is justified—the re- 
mainder is to be allocated to the basis of 
the property received. 


Basis of new property before increase by gain™.. $ 20,688.09 


Increased by gain recognized 
New basis 

Sold at fair market value 
Gain on sale 

Add gain on exchange above 
Total gain 


However, the computation in the Brons 
case is still more complicated as there is 
not only a mortgage assumed, but also the 
other two items listed above, and certainly 
the provisions of the old act did not make 
the computation easier. Turning to Regula- 
tion 79 we find provisions which did not 
facilitate the computation either, and the 
two examples given there, dealing with ex- 
change of stock, do not throw much light on 
the treatment of liabilities. The reason why 
the taxpayer’s method was wrong is that 
he did not eliminate from the basis the 
other properties he received in the exchange 
as this is done in the computation above, 
and the Board of Tax Appeals is right in 
pointing out that he would escape taxa- 
tion if the basis as computed by him— 
$229,435.18—were correct. It can, therefore, 
be very well understood, that the provision 
requiring this complicated computation was 
replaced by a simpler one, and this change 
could be done more easily since the Board 
of Tax Appeals in the two decisions has 
shown the correct way. The 1939 Act made 
the computation as made by the Board of 
Tax Appeals mandatory. What the Board 
of Tax Appeals thought fair for government 
and taxpayer could be, and was, enacted 
into the Internal Revenue Code by the single 
provision concerning the method of com- 
putation of the basis. 


The computation of the basis is in accord 
with the dissent of the six judges in the 
Brons case, although in their computation 
the mortgage is eliminated from the basis 
as a return of the “seller’s” cost and not 
as an allocation of value to the other prop- 
erties received, as provided by the second 
sentence of Section 113(a)(6) before the 
third was added in 1939. However, the 
minority is quite right in holding that 
the method of the taxpayer would also lead to 
a correct result, provided the computation 
of the basis is made correctly, whether un- 
der the provision in effect before 1939 or as 
later amended. This is illustrated by the 
following computation: 

Gain recognized 

up to the 


amount of 
money received 


Gain recog- 
nized in an 
arbitrary 
amount 


$ 20,688.09 
50,000.00 

$ 70,688.09 
100,000.00 
$ 29,311.91 
50,000.00 

~ $79,311.91 


Gain fully 
recognized 


$ 20,688.09 
79,311.91 
$100,000.00 
100,000.00 
+ 
79,311.91 


~ $79,311.91 


13,914.62 


$ 34,602.71 
100,000.00 


$ 65,397.29 
13,914.62 
~ $79,311.91 


22. We start with this figure of the preceding computation instead of repeating three times the 


entire computation of basis. 


“Subject to a Mortgage” 
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It is apparent that whatever part of the 
gain is recognized on the exchange, the gain 
to be taxed on the sale of the new property 
will supplement this first gain so that the 
whole gain will be taxed. The same holds 
true for the Ebert case. 


It can further be seen that the only basis 
which fully reflects the value of the prop- 
erty at the time of the exchange is the one 
where the gain is fully recognized. 


That the decision in the Brons case was 
correct, is not questionable since the Hendler 
case; and if any doubt remained as to the 
Ebert case, it was destroyed by the Revenue 
Act of 1939. The report of the Committee 
on Ways and Means, Seventy-sixth Con- 
gress, First Session, Report 855, explains the 
occasion for the adding of the new Section 
213 to the Revenue Act of 1939 by the neces- 
sity of excluding the broad rule of the 
H1endler case from certain situations. This 
section has the heading “Assumption of In- 
debtedness.” However, constantly and in 
different provisions, whenever the term 
“assumption of liability” is used, the phrase 
“the transfer of property subject to a mort- 
gage” is added in the alternative, so that it 
is evident that the complete equalization of 
these two situations was intended. The 
Brons case was decided in 1936, the Ebert 
case and the Hendler case in 1938. These 
three cases dealing with the problem of 
assumed and not assumed liability are con- 
firmed by the 1939 Act, for it is inconceiv- 
able that the new Act would not have made 
any provision if the rule of these two cases, 





Fair market value of property received by “seller” 
Mortgages on property transferred by “seller”. . 


Total consideration received 
Less basis of old property 


Increased by mortgage on property received 


New basis 


Gain fully recognized 


New (increased) basis of old property 
Increased by gain recognized 


Decreased by property received 





3asis of new property 


However, this computation is correct only 
for the situation of the Ebert case where the 
seller’s gain was less than the difference be- 







so firmly connected with that of the Hendler 
case, was not to be recognized, while the ap- 
plicability of the rule of the Hendler case 
was fully acknowledged, and only excluded 
for certain special situations of corporate 
reorganizations.” 


Are the Regulations Valid? 


Finally, the question arises whether the 
provision of Section 29.112 (a) (2) of Regu- 
lation 111 is valid as to like kind exchanges. 
This provision generally prescribes that the 
term “assumption of liabilities,” and similar 
terms, include also all cases where property 
is acquired subject to a liability under Sec- 
tions 112 and 113. 


Out of the reasons just developed above, 
it is beyond doubt that it is valid. 


Like Kind Exchange of Properties 
Each Being Encumbered With a 
Mortgage 


The Board of Tax Appeals in making up 
the computations in the Ebert case operates 
only with an equity of $14,000 received so 
that the adjusted basis of the new property 
amounts to $14,000. This may give rise to 
some confusion since, pursuant to Section 
111 (b) I. R. C., if this new property is sold, 
the price—taking the same figures—is to be 
computed by adding to the $14,000 cash re- 
ceived, the mortgage of $16,000, making a 
sum of $30,000. The following computation 
is therefore preferrable. 





$30,000.00 
48,000.00 * 
$78,000.00 
$37,632.77 
16,000.00 
ae 53,632.77 








$24,367.23 


. $53,632.77 
24,367.23 


$78,000.00 
48,000.00 


$30,000.00 





tween the mortgages assumed by 
and “buyer”, 


“seller” 
so that it did not matter that 
no set-off between the mortgages was made. 





22The latter are beyond the scope of this 
article. 

24In these computations a simplification is 
made 


in that the mortgage received by the 
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‘seller’? and the assumption of the mortgage 
by the ‘‘buyer’’ on the property transferred 
are considered in a single amount of $48.000. 
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This set-off may become important where 
the “seller’s” gain is higher than the dif- 
ference. Then the gain will have to be 
recognized only up to the amount of the 
difference, and not up to the amount of the 
mortgage assumed by the buyer. Since 
mortgages are to be treated under the rule 
of the two decisions * as money, the set-off 
must be made. This was also recognized in 
G. C. M. 2641, VI-2 C. B. 16, and applied 
in the Brons case. The computation, then, 
is as follows: 


Mortgages on porperty transferred 
Mortgage on property received 


Net mortgage transferred by “seller” 


Fair market value of property received by 
Net mortgage on property transferred by 


Total consideration received 
Decreased by basis of “seller” 


Gain fully recognized .. 


Basis of old property 
Increased by gain ...... 


Decreased by net mortgage received 


Basis of new property 


Transfer of a Mere “Equity”? 


In several of these cases the taxpayers 
opposed the recognition of the gain by al- 
leging that they had transferred a mere 
equity. Since the Internal Revenue Code 
never operates with this legal proposition 
but uses such terms as “property”, “liability”, 
“assumption of liabilities,” “taking property 
subject to a liability,” we must apply the 
meaning commonly attributed to these ex- 
pressions. 

In the Brons case the Board of Tax Ap- 
peals has repudiated the idea that merely an 
equity was transferred by stating that both 
depreciation and real estate tax deduction 
were allowed as against the entire property 
rather than against the equity. The Board 
of Tax Appeals continues: 


“Petitioner’s transferee assumed the pay- 

* See also: Corpus Christi Terminal Com- 
pany, 38 BTA 944, at 947, 193g [CCH Dec. 
10,471]; Walter F. Haass, 37 BTA 948, at 955, 
1938 [CCH Dec. 10,042] this is a very important 
case stating that the principle of the Hendler 
case is applicable where liabilities were as- 
sumed, though in the latter case they were not 
only assumed, but also paid within a very short 
time. Wilgard Realty Company, 43 BTA 557, 
at 562, 1941 [CCH Dec. 11,645]. 


“Subject to a Mortgage” 


“seller” ..... 
“Seller” 


ment of such indebtedness and such as- 
sumption was clearly part of the considera- 
tion received by petitioner. This is the view 
generally taken by the courts (cf. United 
States v. Boston & Maine Railroad Company, 
279 U. S. 732 [1 uste J 407]; Old Colony 
Trust Co. v. Commissioner, 279 U. S. 716 
[1 ustc § 408]); it is the method used in 
ordinary accounting, and is the method 
specifically recognized by the respondent’s 
regulations and general administrative prac- 


$48,000.00 
16,000.00 


_.... $32,000.00 
$30,000.00 


$62,000.00 
37,632.77 


$24,367.23 


$37,632.77 
24,367.23 


$62,000.00 
32,000.00 


Lasse SOOMOUO 

The Hendler case and the 1939 Act cor- 
roborate this proposition of the Board of Tax 
Appeals, the latter by repeatedly using the 
phrase, (and this not only when referring to 
the computation of basis) “where as part of the 
consideration [italics added] another party to 
the exchange assumes a liability or acquires 
property subject to a liability.” A liability 
cannot be assumed otherwise than as “part 
of the consideration.” This phrase can 
have one meaning only—that the parties 
attribute some value to this assumption, and 
that it has some bearing on the price (the 
consideration) so that it is part of it. Nor- 
mally the mortgage will be computed at its 
full value by the parties. Where, however, 
the mortgage exceeds the value of the prop- 
erty and there is no personal liability of the 
seller or buyer, the excess will not form 
“part of the consideration,” and under 
special circumstances it may not be taken 
into account at all.” 

Wherever the mortgage is taken into ac- 
count—fully or partially—it forms part of 
the consideration. As such it must appear 
in the computation of the price and gain, 


2 For an example of the latter see ‘‘Basis of 
Inherited Property,’’ p. 442. 


433 








and there is no room for a computation of 
the price of a mere equity. 

Finally in the foreclosure sale the pur- 
chaser acquires the entire property, and not 
only the equity. This is also recognized 
by the Board of Tax Appeals, for example, 
in Anna I, Hilpert" where it is said: 


“They owned the property as a unit from 
the time of its acquisition by them and when 
they sold it, they acted no differently than 
any seller who disposes of real estate which 
at the time is subject to an encumbrance. 
It is the property which is sold, not the 
encumbered fragment alone . . .” 


This is a further reason in support of 
our proposition that the fair market value 
of the mortgage—assumed or not assumed 
—must be added to the money received by 
the seller in computing selling price and 
basis. If the purchaser in the foreclosure 
proceeding pays for the entire property, the 
basis of his predecessors can only be the 
basis of the entire property, and not only 
of the equity. 


Il INSTALLMENT SALES 


Article 44 of Regulation 69, 1926, provides 
as follows: 


“In the sale of mortgaged property the 
amount of the mortgage, whether the prop- 
erty is merely taken subject to the mortgage 
or whether the mortgage is assumed by the 
purchaser, shall not be considered as a part 
of the ‘initial payments’ or of the ‘total con- 
tract price,’ but shall be included as part of 
the ‘purchase price,’ as those terms are used 
in section 212 (d), in articles 42 and 45, and 
in this article.” 


As far as this provision relates in its second 
part, to the “purchase (sales) price” it is in 
accord with the general principles, such as 
we have developed above for the computa- 
tion to be made in every sale, of whatever 
kind. 

However, in elaborating Section 44 (b) 
I. R. C. that “the term ‘initial payments’ 
means the payments received in cash or 
property * * *,” the Regulations do not 
treat the mortgage, whether assumed or not, 
as property. This provision was modified 
by T. D. 4255 CB VIII-1, 165, to apply only 
to “the amount of the mortgage to the ex- 
tent it does not exceed the basis to the 
vendor * * *.” In Lucas v. Schneider, 47 F. 
(2d) 1006, CCA-6, 1931 [2 ustc J 684], the 


court said: 





274 TC 473 [CCH Dec. 14,277]; reversed in 
other points CCA-5, November, 1945 [45-2 ustc 
719455]. See ‘‘Basis of Inherited Property,’ 


p. 442, and ‘‘The Hilpert Case,’’ p. 443. 
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“By virtue of his authority under Sec. 
1101 of the Revenue Act of 1926 the Com- 
missioner on August 28, 1926, promulgated 
Internal Revenue Regulation No. 69 and by 
Article 44 thereof excluded the mortgages 
from the initial payments. Regardless of 
whether this was a valid regulation it was 
accepted by the Board of Tax Appeals as 
legally and equitably sound when applied 
to the facts of the particular cases coming 
before the Board. See Dalriada Realty Com- 
pany, 5 BTA 905 [CCH Dec. 2012]; Watson 
v. Commr., 20 BTA 270, 272 [CCH Dec. 
6186]; see also Pacheco Creek Orchard Co., 
12 BTA 1358 [CCH Dec. 4244]; and J. W’. 
McWilliams, 15 BTA 329 * * * [CCH Dec. 
4855].” 


The reason why the Regulations grant this 
benefit to the taxpayer is probably that the 
installment method may only be used if “the 
initial payments” do not exceed thirty per 
cent of the selling price, and that, therefore, 
property mortgaged with a higher percentage 
could not be sold on the installment plan. 


We are interested in these provisions here 
insofar as they concern the equal treatment 
of mortgages—assumed or not assumed— 
for two reasons, 


First, it is significant that, as far back as 
1926, this equalization was recognized by 
the Regulations, not only in the computa- 
tion of the sales price, but also in computing 
the “initial payments” and the related “con- 
tract price.” This appears justified because, 
whether the liability was assumed or not, 
it has the same economic effect on each of 
the computations to be made in the install- 
ment sale. 


Second, the general principle governing 
the computation of the sales price, as we 
have developed it above, is recognized also 
in the installment sale.% The special rule 
given for the computation of “initial pay- 
ment” and “contract price” is caused by the 
peculiar situation of the installment sale, and 
does by no means impair the general prin- 
ciple of computation of the consideration 
in any sale or exchange. 





°° The BTA, in the Crane case, 3 TC 585 [CCH 
Dec. 13,847] (discussed on p. 441) denies that 
the corresponding section of Regulations i101 
has some effect outside of the installment sale. 
However, since this section introduces new and 
essentially different provisions for the computa- 
tion of the ‘‘initial payments,’’ etc., it would 
not have been clear enough that it was not 
designed to change also the general principle 
of computation of the sales price if this had not 
been expressed. 
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FORECLOSURE SALE AND 
SURRENDER 
[he Problem Involved 


Since the case of Helvering v. Hammel,” 
it is settled that a foreclosure sale is to be 
regarded as a “sale or exchange” as defined 
in Section 112 I. R. C.; hence, capital gain 
or loss results for the owner on the fore- 





closure of a capital asset,** whether he has 
assumed to pay the indebtedness or not. 
The rule is different where the owner con- 
veys his property to the mortgagee in dis- 
charge of his liability under the mortgage 
lien. The loss suffered by him is deemed 
a capital loss if he is personally liable, and 
an ordinary loss if he is not. 


We have, therefore the following results: 





Foreclosure 
Voluntary conveyance 





It is striking that the courts draw a com- 
plete parallel between the two cases of fore- 
closure, whether the payment of the liability 
is assumed or not, but do not draw the same 
parallel for the corresponding two cases of 
agreement. It is incomprehensible why the 
owner of property subject to a mortgage 
should obtain the great benefit of deducting 
an ordinary loss if, instead of waiting for 
the foreclosure, he conveys the property to 
the mortgagee, and why he should be al- 
lowed only a capital loss in the foreclosure. 
Often indeed, he may have a reasonable 
hope to obtain a higher price than the mort- 
gage debt in the foreclosure, but he will be 
forced to make a “voluntary conveyance” 
of the property merely because he thus ob- 
tains the higher loss deduction. 

Referring first to the cases where the pay- 
ment of the liability is assumed, there is, 
obviously, a sale where the owner conveys 
the property in consideration of his being 
released from his liability." Where instead 
of the owner’s voluntary act a foreclosure 
takes place, the U. S. Supreme Court in the 
//ammel case above reasoned as follows: 


‘We can find no basis in the language of 
the Act, its purpose or its legislative his- 


yes fee ae Liability 
Assumed 


Capital loss 
Capital loss 


Not Assumed 


Capital loss 
Ordinary loss 






tory, for saying that losses from sales of 
capital assets under the 1934 Act, more than 
its predecessors, were to be treated any dif- 
ferently whether they resulted from forced 
sales or voluntary sales. * * *” 

Referring to the history of the Internal 
Revenue Code the Supreme Court said that 
it discloses “. a consistent legislative 
policy to enlarge the class of deductible 
losses made subject to the capital assets 
provisions without regard to the voluntary 
action of the taxpayer in producing them. 
We could hardly suppose that Congress 
would not have made provision for the like 
treatment of losses resulting from a forced 
sale of the taxpayer’s property acquired for 
profit either in the 1934 or 1938 Act, if it had 
thought that the term “sales or exchanges” 
as used in both acts did not include such 
sales of the taxpayer’s property.” 

Turning now to the cases where the pay- 
ment of the liability was not assumed, we 
find the foreclosure sale treated again as 
sale; however, the voluntary conveyance of 
the property is regarded as “abandonment” 
or “surrender”. It is said that there can 
be only a sale or exchange where the owner 





°° 311 U. S. 504 [41-1 ustc { 9169]; see also 
Commissioner wv. Electro-Chemical Engraving 
Company, 311 U. S. 513, 1941 [41-1 ustc { 9170]. 

© Where the property is not a capital asset 
(for instance, real property used in the business 
of the taxpayer), gain is capital gain, but loss 
an ordinary loss. This is an over-simplification 
of the rule of Section 117(j) I. R. C. 

As to residential property the loss provisions 
do not apply. 

1 The leading case is Betty Rogers, et al. v. 
Commissioner, 37 BTA 897, 1938 [CCH Dec. 
10,033], affirmed in 103 F. (2d) 790, 1939, CCA-9 
{39-1 ustc § 9490], certiorari denied, 308 U. S. 
580, 1939. 


2 The more important cases are: Common- 


wealth, Inc., 36 BTA 850, 1937 [CCH Dec. 9803]; 
Morris Polin, 39 BTA 951, 1939, N. A. [CCH 
Dec. 10,702], rev’sd, 114 F. (2d) 174, 1940, CCA-3 
[40-2 ustc | 9639]; Sherwin A. Hill, 40 BTA 376, 
1939, N. A. [CCH Dec. 10,796], rvsd., 119 F. (2d) 
421, 1941, CCA-6 [41-1 ustc J 9415]; W. W. Hoff- 
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man, 40 BTA 459, 1939, N. A. [CCH Dec. 10,797], 
117 F. (2d) 987, 1941, CCA-2 [41-1 ustc {J 9280]; 
Realty Operators, Inc., 40 BTA 1051, 1940, N. A. 
[CCH Dec. 10,914], rev. dismissed 1941, CCA-5, 
118 F, (2d) 286 [41-1 ustc { 9336]; Park Cham- 
berlain, 41 BTA 10, 1940, N. A. [CCH Dec. 
10,950], Comm. appl. dismissed, CCA-7, 1940; 
Warner G. Baird, 42 BTA 970, 1940, A. [CCH 
Dec. 11,339], Comm. appl. dismissed, 1941, 
denial of motion to vacate; Bert B. Burnquist, 
44 BTA 484, 1941, N. A. [CCH Dec. 11,810], 
Comm, appl. dismissed, 123 F. (2d) 64, 1941; 
James B. Lapsley, 44 BTA 1105, 1941 A. [CCH 
Dec. 12,015]: George Hewitt Myers, 3 TC 1046, 
1944 [CCH Dec. 14,003]; Thomas Stokes, BTA 
Memo. Dkt. 92903-6, 1941, CCH Dec. 11,248-B, 
1940; rvsd. 124 F. (2d) 335, 1941, CCA-3, 1941 
[41-2 ustc 9770]; William B. Falconer, BTA 
Memo, Dkt. 95214, CCH Dec. 12,139-A, 1941; 
Camden Stores, Inc., BTA Memo. Dkt. 97750, 
CCH Dec. 12,056-F, 1941; Abraham Sophian, 
BTA Memo. Dkt. 100490, CCH Dec. 12,027-F, 
[footnote continued p. 436] 
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receives in exchange for the mortgaged prop- 
erty the release from his liability to pay the 
mortgage; but, where he is under no per- 
sonal liability to pay, he does not receive 
anything in exchange: What happens is an 
abandonment or a surrender. 


The Problem of Abandonment 


It would lead us too far to discuss the 
problem of abandonment. We may assume 
as a settled rule that, in the law of prop- 
erty, it is essential for an abandonment that 
it be made to unascertained persons and 
without consideration. We shall neverthe- 
less, have to admit that the tax law may use 
the term abandonment even where a trans- 
fer is made to particular persons.* The 
Board of Tax Appeals said in the Common- 
wealth case.™ 


“It is immaterial whether the process of 
parting be called an abandonment or given 
some other designation. The important fact 
is that the petitioner has irrevocably lost his 
investment in the property.” 


That is true, provided we are aware that 
what the Tax Court calls an abandonment is 
a particular institution under the Internal 
Revenue Code, and a special procedure to 
establish an ordinary loss under Section 
23 (e) when a capital asset, the sale or ex- 
change of which would result only in a 


capital loss, has become worthless. Since 
it is a special procedure developed by the 
Board of Tax Appeals and the Courts under 
the provisions of the Internal Revenue Code, 
we must recognize the possibility of aban- 
donment to named persons for this field. 


On the other hand, it is the Internal Reve- 
nue Code which determines the limits of the 
application of this procedure. There can be 
no abandonment where there is a sale or 
exchange since the latter are embraced by 
special provisions of the Internal Revenue 
Code. Our first question must, therefore, be 
whether a transfer was made for a con- 
sideration and amounts to a sale or exchange. 
Having ascertained that it was a sale or 


[Footnote 32 continued] 

1941; Vera Strub, BTA Memo. Dkt. 102625, CCH 
Dec. 12,400-G, 1942; Walter F. Haass, BTA 
Memo Dkt. 103588, CCH Dec. 12,433-C, 1942; 
Friend Lumber Company, BTA Memo. Dkt. 
104023, CCH Dec. 12,195-B, 1941; Carolyn H. 
Snell, BTA Memo. Dkt. 105207, CCH Dec. 
12,584-B, 1942; Lewis B. Levin, TC Memo. Dkt. 
109624, CCH Dec. 12,951(M), 1943; compare 
John J. Seevley, 43 BTA 50, 1940, Comm. appl. 
dismissed, CCA-7, 1942; Morton L. Kahn, 44 
BTA 84, 1941 [CCH Dec. 11,758]; Hmmett J. 
McCarthy, 44 BTA 417, 417, 1941 [CCH Dec. 
11,807, A. and N. A., 129 F. (2d) 84, 1942, CCA-7 
[42-2 ustc ] 9586], 139 F. (2d) 20, 1943 [43-2 ustc 
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exchange, there is no room for an abandon- 
ment. 


Historic Development 


It would be very enticing, indeed, to dis- 
cuss every one of the cases of abandonment 
and their various and often contradictory 
reasons since the present state of things can 
probably be best explained by indicating 
their historic development; but we must 
confine ourselves to a few remarks. Before 
the United States Supreme Court reversed 
the lower courts in the Hammel case, the 
prevalent view of the Board of Tax Appeals 
and the courts was that a foreclosure did 
not amount to a sale or exchange so that 
ordinary loss ensued in both the cases, 
whether liability was assumed or not. 

In one of the earliest cases where the 
voluntary transfer of a property subject to 
a mortgage was held not to be sale or ex- 
change, the Hill case, Judge Turner said 
in his dissent, in which two other judges of 
the Board of Tax Appeals concurred: 


“Any provision of the statute which limits 
the deduction in respect of a loss to an 
amount substantially less than the amount 
of loss actually sustained is admittedly a 
harsh rule and it is human nature to con- 
strue the statute, if at all possible, so as to 
permit the deduction of the full amount of 
the loss.” 


To this it may be added that another motive 
might have even more importance, namely, 
to construe the statute in such a manner 
that the results of closely related problems 
might be reconciled with each other. Be- 
fore the reversal of the Hammel case by the 
U. S. Supreme Court, it would obviously 
have been a very unsatifactory result that 
the foreclosure sale of property subject to a 
mortgage would have resulted in ordinary 
loss, but the conveyance by the mortgagor 
to the mortgagee in capital loss. The rea- 
sons of the minority in the Hill case and 
those of the United States Supreme Court 
in the Hammel case are so convincing that 
only the attempt to get harmonious results 


1 9690]; Aaron Blum, BTA Memo. Dkt, 103391, 
CCH Dec, 12,255-C, 1942, 133 F. (2d) 447, 1943, 
CCA-2 [43-1 ustc J 9283]. 

33 See McLeran v. Benton, 43 Cal. 467; Middle 
Creek Company v. Henry, 115 Mont. 556, 39 Pac. 
1054; Richardson v, McNulty, 24 Cal. 343; Idaho 
Farms Company v. North Side Canal Company, 
24 F. S. 197, 1938; Watts v. Spencer, 51 Ore. 
262, 94 P, 39. See also Hagan v. Gaskill, 42 
N. J. Eq. 215, 6 A. 879. 

% “‘Sale’’ and ‘‘exchange’’ possesses likewise 
its particular meaning under the Code; see also 
54 Harvard L. R., 880 at 882. 

% 36 BTA 850, 1937 [CCH Dec. 9803]. 

% 40 BTA 376 at 386 [CCH Dec. 10,796], rvsd. 
119 F. (2d) 421, 1941, CCA-6 [41-1 ustc { 9415]. 
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can explain the decisions treating those 
losses as ordinary losses. 


To bring these cases of conveyance of 
property subject to a mortgage in line with 
the cases of foreclosure of such property, 
the Board of Tax Appeals and the courts 
stressed the difference between liability as- 
sumed and not assumed, and exaggerating 
this difference, they applied it to this case 
of agreement on which the difference has no 
bearing at all. 


The effect of these decisions seemed to 
be, for some time, the harmonious solution 
of our four cases in the table above, each one 
of them resulting in ordinary loss. That 
the allowance of a full loss deduction was 
expected even where property was conveyed 
to the mortgagee by the mortgagor against 
release from his personal liability, can be 
proved by the vigorous attacks made by 
writers against the decision in the Rogers 
case,” which, since this was a typical case 
of a sale, allowed the deduction of a capital 
loss only. 

However, soon after, the denial of cer- 
tiorari by the United States Supreme Court 
in the Rogers case™ in 1939 destroyed the 
harmony.™ Then, when the highest court 
decided the Hammel case™ in 1941, it re- 
stored thereby—for the case where the 
liability was assumed—the parallel between 
voluntary conveyance and foreclosure sale 
since they now both resulted in capital loss. 
Welch v. Street, below, and the other cases 
cited in the following paragraph, which treat 
the foreclosure as sale or exchange, re- 
opened the possibility of a harmonious solu- 
tion of the two cases of liability not assumed, 
provided we can prove unsound the proposi- 
tion that no consideration passes in the 
voluntary transfer where the liability was 
not assumed. However, we must be aware 
that the number of these cases has increased 
considerably, and the theory, originally de- 
vised to correct an inequitable result, has 
become firmly established though the cir- 
cumstances for which it was adopted have 
changed in the meantime. 


Foreclosure of a Property 
Subject to a Mortgage 


Before discussing the voluntary transfer 
of property subject to a mortgage, we shall 
first have to investigate the cases of fore- 


% Randolph E. Paul, Selected Studies in Fed- 
eral Taxation, 3rd Series, p. 312-315; George T. 
Altman in TAXES, The Tax Magazine, July, 
1939, p. 387. 

* The result was then in the foreclosure: ordi- 


— loss; in the voluntary transfer: capital 
oss. 


“Subject to a Mortgage” 


closure under such circumstances. 
are not many of them. 


The case Edward F. C. McLaughlin® con- 
fines itself to saying that the “foreclosure 
necessarily involves a sale of the mortgaged 
property,” citing Tiffany on Property, Sec- 
tion 1422, and the Hammel case. 


There 


In Welch v. Street, the court draws a 
parallel with the Hammel case and states that 
the mortgagor loses his beneficial interest in 
the enjoyment of the rents and profits of 
the land whether he was personally liable or 
not. 


“The sale extinguished her interest and 
created in the purchaser an unencumbered 
beneficial interest. It is true, no considera- 
tion moved to her as the result of a sale. 
This, however, was because her equity had 
become worthless, the sale being merely ‘the 
definitive event establishing the loss within 
the meaning and for the purpose of the 
revenue laws,’ as the court stated in the 
Hammel case.” 


The court goes on to say that, if the bid 
price had exceeded the mortgage, the excess 
would have gone to the owner in the Hammel 
case just as it would have in a case where 
the owner was not personally liable, and 
that this in itself indicates that there was a 
sale or exchange. 


The idea of sale is stressed again in Com- 
missioner v. Abramson. The court says: 


“In both instances” (whether there is per- 
sonal liability or not) “the title is trans- 
ferred as the result of foreclosure proceedings 
and consequently [italics added] by means 
of a sale within the provisions of Section 
117; and in both the sale is the event which 
makes it possible to prove the loss. The 
latter may be greater in amount where per- 
sonal liability existed, but what fixed the 
loss tax-wise would be the same.” 


The foregoing case of Welch v. Street is 
cited. 


These cases give rise to several ques- 
tions: How shall we interpret the court’s 
remark that the title is transferred as the 
result of foreclosure proceedings and con- 
sequently by means of a sale? Does this 
mean that there is a sale if the form of a 
foreclosure is used, without regard to whether 
or not there is consideration, and that form 
alone is a substitute for consideration, just 
as a deed need not be supported by con- 


8942 BTA 528. 1941 [CCH Dec. 11,642]. 


40116 Fed. (2) 953, 1941, CCA-1 [41-1 vustc 
7 9211], remandg. DC Mass., 30 F. S. 394, 1939. 

41124 Fed. (2) 416, 1941, CCA-2 [42-1 ustc 
1 9200], rvsg. BTA Memo. Dkt. 92342-3, CCH 
Dec. 10,994-C, 1940. 


437 








sideration? And how shall we understand 
the remark in the case of Welch v. Street— 
that no consideration moved to the owner 
as the result of a sale? Is it really per- 
missible to draw the conclusion from these 
two cases that no consideration is necessary 
in a foreclosure proceeding? 


It is submitted that we cannot and must 
not impute this meaning to the words of the 
courts. It is not because the form of a 
foreclosure sale was used that there is a 
sale or exchange. It is because in a fore- 
closure sale there is, necessarily, and in fact, 
an exchange of property for money or other 
property. This is quite apparent and needs 
no explanation where a third person buys 
a property and pays a certain amount for it 
in a foreclosure sale. 


The Three Possible Situations 


Where, however, the mortgagee acquires 
the property we must distinguish between 
the following situations: 


Situation 1—The owner and mortgage 
debtor are identical and personally liable. This 
will regularly be the case where the owner 
is the original mortgagor, or where he ac- 
quired the mortgaged property assuming 
the liability. 


Situation 2—The mortgage debtor is per- 
sonally liable, but the owner is not. This will 
happen where the property was transferred 
without the buyer assuming the liability, or 
where the owner has mortgaged the prop- 
erty for the debt of a third person without 
incurring a personal liability. 


Situation 3—The owner—either the original 
mortgagor or one of his grantees—is liable 
with the property only, according to a special 
agreement with the mortgagee. 


In Situation 1 the mortgagee, if he acquires 
the property, will not pay for it cash up 
to the amount of the mortgage, but take 
the property in exchange for his claim 
against the owner to pay the mortgage or 
to yield the property for sale. 


In Situation 2 the mortgagee will again 
apply his claim in consideration for the 
property. This claim is twofold: It is a 
claim against the mortgage debtor, who is 
personally liable to pay the mortgage, and 
it is also a claim against the owner to yield 
his property for sale and have the pro- 
ceeds applied for the payment of the 
mortgage. 


In Situation 1, where both these liabilities 
are vested in one person, no problem arises. 
Here, however, where the first liability is 
vested in the mortgage debtor and the second 
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liability in the owner, the question is: Who 
gets what in the exchange? Obviously, the 
owner cannot be relieved from a liability to 
pay, since paying is not his liability but the 
mortgage debtor’s. He is released from his 
liability to yield the property for sale. The 
enforcement of this liability of the owner 
extinguishes, it is true, the liability of the 
mortgagor also. However, it is the owner’s 
property which is given in exchange; hence, 
the consideration has to be his, and it is 
primarily his liability to yield which is 
extinguished. 


Against our conclusion it might be ob- 
jected that the procedure amounts only to 
an enforcement of the mortgagee’s claim— 
which need not be supported by considera- 
tion—and that it does not constitute a sale 
or exchange. However, to enforce the owner’s 
liability several steps are necessary: 


(1) The owner must allow the sale of 
the property. 


(2) The sale must be made. 


(3) The proceeds must be applied for the 
discharge of the mortgage. 


Since one of these steps is a sale, there 
must be, of course, a consideration therefor. 
Where the property is sold to a third per- 
son, he will pay a certain amount of money 
of which the part necessary to pay the mort- 
gage will go to the mortgagee in discharge 
of the mortgage. There is, then, obviously, 
a consideration for the sale of the property, 
but there need be no new consideration for 
the enforced payment of part of the sales 
price to the mortgagee. It is a situation 
similar to that which would arise when the 
owner sells the property for a money con- 
sideration, and then, before the sales price is 
paid to the seller, one of his creditors attaches 
the seller’s claim against the purchaser. The 
difference is that in the foreclosure the claim 
of the creditor arises only when the property 
has been sold. Then and only then has the 
creditor a claim for money against the owner, 
and even this claim is restricted to the 
money realized in the sale. 


When the mortgagee himself becomes the 
purchaser in the foreclosure, the same oc- 
curs as in the sale to a third person, except 
that the mortgagee applies his claim, instead 
of paying the sales price to the owner and 
then attaching it. The claim he applies is 
his claim against the owner to be paid out 
of the proceeds of the property as soon as 
it is sold in the foreclosure. Thus it ap- 
pears that what we have briefly called the 
liability to yield is a liability to yield for sale 
and to allow the proceeds to be used in 
discharge of the mortgage debt. A fore- 
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closure always includes a sale, either to a 
third person, or to the mortgagee. The sale 
itself is enforced, but since it is a sale, it 
must be supported by consideration. The 
sale having been made, the proceeds are 
then applied to extinguish the mortgage 
debt; this part of the procedure is again 
enforced and needs no consideration. 


In Situation 3 where the mortgagee has 
entered into an agreement with the mort- 
gagor or his grantee, either at the beginning 
or later, that no other property is to be 
liable for the mortgage, whether the prop- 
erty is transferred or not, it is obvious that 
the mortgagee has a claim for payment. 
This claim does not have all the character- 
istics of an ordinary claim, but it is a valid 
and enforceable claim, though enforceable 
only against the property.” There are other 
claims which lack the complete enforce- 
ability of a normal claim, for instance, claims 
outlawed by the statute of limitations. It 
is recognized that payment of such a claim 
is not a gift, but the performance of a 
liability of the debtor. Such a claim can 
also be a valid consideration for a contract.® 
These principles apply with still greater 
force to a claim which has enforceability, 
though only a restricted one. A claim, par- 
tially enforceable, is good consideration, too, 
if a claim which is not enforceable at all 
can be given as a consideration for a contract. 


Aside from this, it is also in Situation 3 
a liability to yield which is exchanged for 
the mortgaged property; hence the reasons 
just developed as to Situation 2 apply also 
here, 

These reflections indicate that we have 
really a sale or exchange in every fore- 
closure. If this is so, the questions asked 
above can readily be answered: The court 
(as quoted) is right in speaking of a fore- 
closure proceeding and consequently * * * 
of a sale; the remark of the court in Welch 
v. Street may also be explained as meaning 
that no consideration other than that usually 
given in a foreclosure proceeding—property 
against claim—passed to the owner. 





“The leading case is Kennion v. Kelsey, 10 
Iowa 443, 1860, where the note was unrestricted, 
but the mortgage instrument provided: ‘‘but 
it is agreed that general execution shall not 
issue herein.’’ The court said at 444: ‘‘Under 
this contract he (the mortgagee) can never have 
a general execution, and therefore as a matter 
of legal propriety he is not entitled to a gen- 
eral judgment, but is limited in his remedy to 
a special proceeding against the mortgaged 
premises.’’ 

*8 Bouvier’s Law Dictionary, Library Ed. 1928, 
Obligation natural p. 867; Black’s Law Dic- 
tionary, 1933, p. 1273; Williston on Contracts 
(1936, 1938), Section 103-E, 160 et seq., 2002, 
footnote 18. 
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_purchaser from the first mortgagee.”’ 


“Voluntary” Transfer to Mortgagec 


Having found the principle which makes 
the foreclosure of property subject to a 
mortgage a sale or exchange, its application 
to the case where the owner does not wait 
for foreclosure, but surrenders such prop- 
erty “of his own volition” to the mortgagee, 
does not meet with difficulties. While the 
foreclosure is a case of enforcement of the 
liability to yield, we find here a case of 
performance of this liability. This perform- 
ance—just as in the case of enforcement— 
needs no consideration, but the sale which 
it involves must of course be supported by 
consideration.“ The only fact which has 
prevented the courts from treating this case 
on a parity with a foreclosure sale is the 
idea that the owner cannot be prevented 
from abandoning his property or surrender- 
ing it to the mortgagee, and taking his loss 
thereon. Serious doubt is certain to arise 
with respect to this proposition. 


If we recognize that in the field of federal 
income taxes an abandonment by the mort- 
gagor to the mortgagee, can be made to spe- 
fic persons, * * seen from this angle, would 
not be impossible. This would be true also 
for the surrender. However, there is an- 
other insurmountable hurdle. Since the 
assumption of the liability to yield the prop- 
erty for sale is a valuable right for the 
owner,” every transfer of a mortgaged prop- 
erty by him, whether to a third person or 
to the mortgagee, is made for considera- 





“The contrary position is taken by way of 
dictum in Friend Lumber Company, BTA Memo. 
Dkt. 104023, CCH Dec. 12,195-B, 1941, where the 
owner transferred property ‘‘to a straw for the 
The BTA 
said this was a sale though the owner “‘realized 
nothing from the sales price because it was 
less than the amount of the mortgage * * *. 
The fact that the sale was at the instance of 
the mortgagee and the mortgagee instantly was 
entitled to and took the entire price does not 
determine the character of the transfer any 
more than the foreclosure.’’ This is certainly 
correct, but the next statement seems to be 
quite contrary to the cited statement. 
“There would have been no sale or exchange 
if the petitioner, recognizing that the value of 
the property was less than the amount of the 
mortgage, voluntarily transferred it to the mort- 
gagee and received nothing, either directly or 
indirectly, since it was not personally liable 
on the mortgage.’’ Cited are the cases Baird, 
Lapsley, Burnquist above. If the first state- 
ment of the BTA is correct, and the sale to a 
third person is a ‘‘sale,’’ then why should it 
not be a sale if the mortgagee takes the place 
of the third person? 

*% This is not taken into account in Park 
Chamberlain, 41 BTA 10 (see footnote 32). The 
transfer to a co-owner of encumbered property 
is treated as abandonment because the mort- 
gage was higher than the value of the property. 
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tion.” It makes no difference in this respect 
whether the grantee assumes by contract the 
liability to pay the debt, or by law the 
liability to yield the property for sale with 
all the consequences which it includes. Con- 
sequently, a mortgaged property cannot be 
abandoned at all, at least not in insofar as 


its value does not exceed the amount of the 
mortgage. 


That there is, indeed, no abandonment can 
easily be seen if we assume a case where 
the mortgage is greatly less than the value 
of the property, e.g. a mortgage of $5,000 
on a property valued at $100,000. In sucha 
case the mortgagor will certainly not “aban- 
don” or “surrender” his property to the 
mortgagee. If he does so and therewith 
also disposes of his claim to any surplus, 
whether expressly or impliedly, he makes 
a gift of this surplus.” We have, there- 
fore, first to ascertain the value of the prop- 
erty before we can judge the character of 
the transaction. Normally, the so-called 
abandonment or surrender of the property 
is an attempt by the owner to free himself 
from the mortgage. If he cannot sell the 
property to a third person who takes it 
subject to the mortgage, he must sell it to 
the mortgagee. In the ordinary case the 
owner will not give up his property unless 
he is sure that no surplus will result from 
the sale, and that it is therefore reasonable 
to convey the property to the mortgagee. 
Even if he is not sure whether or not a 
small surplus may result for him, he may 
prefer to surrender the property and to give 
up such hope for multifarious reasons, e.g., 
to relieve himself of a complex situation, or 
to find a quick solution. Hence, we shall 
have to inquire about the fair market value 
of the property only if we can assume that 
it is in striking disproportion to the mortgage. 


The Green Case 


While the courts recognize the possibility 
of abandonment or surrender where the 
owner is not personally liable, such recog- 
nition was denied in a case where the owner 
was personally liable: Commissioner v. 





4 See ‘‘General Principles of Computation,’’ 
Pp. 424, 425, see also p. 427, 428. 


“In the reverse case (property valued at 
$5,000 is subject to a mortgage of $100,000) 
surrender or abandonment to the mortgagee 
means, for the mortgagor, ‘‘sale or exchange’’ 
of the property for $5,000, and, for the mort- 
gagee, a bad deduction of $95,000 (footnote 49), 
provided no recovery against the personal debtor 
is possible. Of course, the fair market value 
of the property must be established. 
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Green.*® The main reasons for the decision 
were that only in the case of property sub- 
ject to a mortgage the abandonment of the 
property is “the definitive event which cuts 
off the taxpayer’s interest,” and that only 
there it is not necessary to wait for a fore- 
closure to determine the amount of the de- 
ficiency. Against this it may be said that 
in order to fix the loss on the disposition 
of the property, it is of no consequence at 
all to find out whether the whole or only 
a part of the liability of the owner is dis- 
charged. If there is no law suit in which 
the value of the property must be fixed, be- 
cause the mortgagee claims that the liability 
of the owner is not completely extinguished 
by the abandonment or surrender, the 
owner’s loss can easily be ascertained by 
deducting his basis from the fair market 
value of the property at the time of the 
abandonment. This fair market value of 
the property will have to be ascertained 
anyway in order to compute the bad debt 
deduction of the mortgagee“ and, since it 
will be the basis for the mortgagee, it must 
be fixed to compute his further loss or gain 
when he in turn sells the property. 
























The Green case is a very interesting ex- 
ample of the difficulties which the ceurts 
encounter when they deny the owner who 
is personally liable the possibility of aban- 
doning his property. However, since there 
is sale or exchange in the cases which are 
treated at the present as abandonment or 
surrender, the Green case is just another 
example of overemphasizing the difference 
between liability assumed and not assumed 
in legal situations on which this difference 
has no bearing at all. 






























































When Does the Loss Occur? 


Since we have indicated that the so-called 
surrender of property is in fact a sale or 
exchange, we are not concerned with one 
problem which has troubled the courts ever 
since they started to differentiate between 
the abandonment or surrender of property 
subject to a mortgage, and a foreclosure.” 
This problem is: If property is abandoned, 
and then foreclosed, when does the loss oc- 
cur? Since under our proposition in both 
of the cases a capital loss ensues, the prob- 
lem may become of interest only when aban- 







































































48 126 F. (2d) 70, CCA-3, 1942 [42-1 ustc J 9277]; 
revg. BTA Memo. Dkt. 95280 [CCH Dec. 
11,734-C]. 

4 Bingham v. Commissioner, 38 BTA 913 [CCH 
Dec, 10,468]; reversed 105 F. (2d) 971, 1939, 
CCA-2 [39-2 ustc J 9636]. 

50 See, e. g., Realty Operators, Inc., 40 BTA 
1051, 1939 [CCH Dec. 10,914]. 
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donment and foreclosure do not occur in 
the same year. Then the solution will de- 
pend on whether or not the voluntary 
transfer was intended to settle the relation- 
ship between the parties definitely, so that 
the property was foreclosed for other rea- 
sons only, e.g. to clear title. 


The Crane Case 


The difference between surrender and sale 
plays an important part in the recent case, 
Beulah B. Crane." Under the will of her 
husband the taxpayer had acquired land with 
an apartment house which at the date of 
leath was “subject to a mortgage.” For 
‘state tax purposes real estate and mortgage 
were appraised at the same amount, namely 
$262,000. From 1932 till 1938 the taxpayer 
leducted depreciation on every return in 
amounts varying from $3,200 to $3,900. 
Since 1932 the property had been in default 
‘or non-payment of interest, and in 1938 
he mortgagee threatened to foreclose. 
‘hereupon the taxpayer conveyed the prop- 
erty to a purchaser “subject to the first 
mortgage,” and received a net amount of 
$2,500. In her income tax return for 1938 
she excluded the liability not assumed in 
computing both the basis and the selling 
price, and assuming that the value of the 
was just as high as the not as- 
umed mortgage liability, she 


roperty 
irrived at a 
> of $2,500, and 
uin of $2,500. The Com- 
however, determined a capital 
loss of $528.55 from the sale of the land and 
n ordinary than $24,000 from 
building by 


asis of zero, ata selling price 
a capital 


missione Es 


us at 


gain of more 


sale of the adding the 


mount of the not assumed liability to the 

basis as well as to the selling price and de- 
ucting the depreciation allowable over 
ven vears of more than $28,000 from the 
sis of the building. 


The Tax Court 
It a that her 


nrot 
7. 


ustained the taxpayer. 
basis was zero since the 
ye vith a mortgage 
pu to the fair market value of this prop- 
eit and that she received no consideration 
hatever when she sold and conveyed the 
roperty subject to the mortgage, except for 
the $2,500 in money. The court further 
found that, since the basis was zero, no de- 
preciation was allowable. The gain was 
$2,500 and, under the Revenue Act of 1938 
was ordinary gain, as far as it was allocated 

the building, which was a depreciable 
business asset. The court cited Common- 


‘ty was encumbered 





wealth, Inc.," James Lapsley,™= and Polin 
513 TC 585, 1944, N. A. [CCH Dec, 13,847]. 


°2 36 BTA 850 [CCH Dec. 9803]. 
8344 BTA 1105 [CCH Dec. 12,015]. 
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v. Commissioner.* These are cases of sur- 
render or abandonment of property subject 
to a mortgage, the first two relating to our 
Situation 2 above, the third case to our 
Situation 3. They are the authority for the 
statement made by the Tax Court that the 
owner received no consideration whatever 
other than the cash when she sold and con- 
veyed the property which was subject to 
a mortgage toa third person. This decision 
is unsound anyway: (a) because even if it 
were true that there is no need for con- 
sideration in the three cited cases, this is 
not so in the Crane case; (b) because there 
is in fact consideration in the three cited 
cases as well as in the Crane case. 


As to (a), there is, indeed, a big difference 
between those three cases and the Crane 
case. While in each of the former cases the 
owner, who was not personally liable, deeded 
his property to the mortgagee in satisfac- 
tion of his liability under the mortgage, in 
the Crane case property being “subject to 
a mortgage” was sold again “subject to a 
mortgage”, but not to the mortgagee. Even 
if—for the purpose of argument—we assume 
the proposition as correct that an abandon- 
ment or a surrender need not be supported 
by a consideration, a sale or exchange must 
be. Consequently, the conclusion is wholly 
unwarranted that a conveyance to a buyer 
subject to a mortgage is made without con- 
sideration because an abandonment to the 
mortgagee could be made without. 

As to (b)—moreover, we have already 
developed that the so-called case of “sur- 
render” is in fact a case of sale or exchange, 
the consideration for the conveyance of the 
property being the owner’s release from his 
liability to yield the property. If there is 
a consideration in that situation, no help can 
be derived from those cases for the 
ment that the seller did not re 
sideration, other than cash, 


state- 
eceive a con- 
on the transfer 


of a property subject to a mortgage. 
There was never any doubt in the case 
of the assumption of a liability that the 


amount of it was to be treated as part of 
the consideration received by the seller, and 
from the earliest decisions we consistently 
find the sales price computed by adding to 
the cash paid by the buyer the amount of 
the liabilities assumed by him. Though the 
buyer is free to refuse the assumption of the 
debt, as to the liability to yield the property 
to the mortgagee in satisfaction of the debt 
of his grantor, he is treated by the law as 
if he had expressly assumed it. This liability 


54114 F. (2d) 174 [40-2 ustc { 9639]. As to 
“‘the somewhat shaky holding in the Polin case’’ 
see 54 Harvard L. R., 880 at 882. 
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forms, of course, part of the consideration, 
whether this has been expressed or not, and 
the claim of the mortgagee against any 
owner of the property to have the property 
applied in his behalf is—at least in theory 
—a most valuable claim. Accordingly, the 
liability of the owner to yield the property 
is a serious burden, and the assumption of 
this liability by the buyer has every character- 
istic of a valuable consideration; hence, in 
the Crane case it should have been added 
to the cash received. 


Basis of Inherited Property 


As the Crane case is treated by the Tax 
Court in the Hilpert case as an exception to 
the rule that the liability, whether assumed 
or not assumed, constitutes part of the con- 
sideration, we must consider this statement. 
An example where the liability does not 
form part of the consideration can be found 
in the case in which the buyer does not as- 
sume the liability, but both parties are so 
convinced that the third party who is liable 
for the mortgage will live up to his obliga- 
tion and pay the mortgage that they do not 
take the mortgage into account at all. The 
Tax Court, too, recognizes such possibility. 
The Tax Court said in the Hilpert case 
above: 


“Only when the facts are so peculiar that 
the mortgage neither constitutes a liability 
of the seller nor is responsible for a part 
of the aggregate benefit received can it 
safely be eliminated from the computation 
of gain. Cf., e.g., Beulah B. Crane, 3 TC 
585.” 


8 After this article had been finished the 
CCA-2, on December 28, 1945, reversed the 
Crane case; see 46 CCH { 9123; see also footnote 
3 and 10. This decision is of great importance. 
It is sound as far as the computation of the 
basis of the property and of the selling price is 
concerned, as to which the court reaches the 
same result as we did above. 


However, the erroneous proposition that an 
abandonment to the mortgagee is no ‘‘sale or 
exchange” is upheld by way of dictum, Though 
the court states that, in the sale to a third 
person, the liability not assumed is ‘‘property 
received by the seller, it denies that the lia- 
bility not assumed preserves its character of 
property received in the conveyance from the 
mortgagor to the mortgagee. Not denying this, 
the court would be compelled to recognize the 
“abandonment”’ as sale or exchange. What is 
consideration when it moves from a third per- 
son to the owner, must be consideration, also, 
when it moves from the mortgagee to the 
owner; and, being consideration, it inevitably 
makes the “abandonment” or ‘‘surrender’’ 
equivalent to sale or exchange. This dictum 
of the CCA-2 is most unsound. The court says 
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We can agree with the general statement of 
the Tax Court, but not with its application 
to the Crane case or to the Hilpert case itself. 


Since in the former case the taxpayer in- 
herited property, her basis was the fair 
market value of the property at the death 
of her husband. The statute treats the tax- 
payer as if she had purchased the property 
at that date since the fair market value 
would have been the purchase price. Ina 
purchase from the decedent the mortgage 
not assumed would have been added to the 
cash received, if any. The same computa- 
tion is only logical where the property was 
inherited. We must, therefore, conclude 
that the statement of the Tax Court, though 
sound in itself, is not applicable to the 
Crane case, for in this case we find none of 
the peculiar circumstances where the par- 
ties did not contemplate the not assumed 
mortgage so that it can be eliminated. The 
correct computation in the Crane case runs 
as follows: 


Cash to be paid for the excess of 
fair market value of property 


over mortgage ....... iseee TORE 


Mortgage not assumed 262,000 


.. $262,000 


Hence, depreciation should have been al- 
lowed from a basis of $262,000, from which 
the value of the nondepreciable land must 
be deducted. 


Purchase price and basis 


On the sale of the inherited property the 
sales price was, likewise, to be computed 
by adding the mortgage liability to the 
amount of $2,500 which the taxpayer re- 
ceived.” 


if the taxpayer abandons her property to the 
mortgagee there is no gain; but since she re- 
ceives $2,500, there is a capital loss of about 
$528 and an ordinary gain of more than $24,000! 
Under the proposition that the abandonment 
to the mortgagee amounts to a ‘‘sale or ex- 
change,’’ and that the mortgage not assumed 
is to be taken fully into consideration, this 
absurd result can be avoided. If the taxpayer 
conveys her property to the mortgagee without 
receiving the amount of $2,500, she derives, on 
the building, a considerable gain, and every 
increase of the selling price would result in a 
gradual and proportionate increase of her gain. 


The sale of property for the same amount for 
which the seller acquired it must always result 
in a gain which is as high as the depreciation 
allowed or allowable for the time between 
acquisition and sale of the property. Since 
the owner enjoyed the benefit of deducting de- 
preciation over a period of years, he has a 
genuine gain if he sells the depreciated prop- 
erty for a price which does not reflect the de- 
preciation, and he should not be allowed to 
escape taxation by ‘‘abandonment.”’ 
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The Hilpert Case 


In the Hilpert case the taxpayers had sold 
a property with an option to repurchase it 
for a certain amount. Later they sued the 
buyer, alleging that the real character of 
the transaction amounted to a mortgaging 
of their property. The courts found that 
they were right in this. While the lawsuit 
was still pending, the taxpayers transferred 
the property to a company, which had to 
redeem it, and to pay a certain amount to 
the taxpayers. The question was whether 
the amount paid to the mortgagee for the 
redemption was part of the aggregate bene- 
fit received by the taxpayers. The Tax 
Court found that it was, but the CCA-5 
denied it. 


This reversal seems unsound. It is true 
that “there was no personal liability that 
could accrue against the taxpayer,” but this 
does not mean that the payment was not 
a direct benefit to them; for it can not be 
doubted that the taxpayers were in the same 
position as if they had mortgaged the prop- 
erty without being personally liable for the 
debt. Had they been able to sell the prop- 
erty without first paying a certain amount to 
get it unincumbered, the sales price would 
have been correspondingly higher. The 
contemplated payment of the redemption 
price was, therefore, necessarily part of the 
consideration. The decision is certainly 
most sound in that it prevents the double 
taxation of the taxpayers, who were first 
taxed on the sale before it was declared to 
be a mortgage, and then also on the second 
transaction which was a real sale; but the 
means to reach this desirable result is open 
to criticism. 


Another Argument Against the 
Proposition of Abandonment 


Finally, there is still another argument 
against the recognition of an abandonment 
of mortgaged property. As we have in- 
dicated, the method prescribed by the In- 
ternal Revenue Code in computing the sales 
price is to include the assumption of the 
liability by the buyer as part of the sales 
price. This method prevents the use of 
any other method which neglects including 
the assumption of the liability. Exactly 
this is done when the sales price for the 
transfer of a mere equity is computed. Tak- 
ing the assumption of the liability into 
consideration is irreconcilable with the com- 
putation of the sales price of a mere equity. 
If, under the Internal Revenue Code, an 
equity cannot be sold, neither can it be 
abandoned because of its worthlessness. A 
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property may become worthless because of 
floods, etc., and then it may be abandoned, 
though it is also possible for the taxpayer 
to take a casualty loss. However, the aban- 
donment to the mortgagee because of 
worthlessness of the equity is a striking 
contradiction to the treatment of an equity 
in a sale or exchange. 


As we have indicated that the taking of 
property subject to a mortgage requires the 
same method of computation—adding, in- 
stead of the liability to pay, the liability to 
yield the property, to the cash received by 
the buyer—the application of the same prin- 
ciple for this case, too, is mandatory. 


Though there is a line of decisions recog- 
nizing the abandonment in case of worth- 
lessness of an equity, it must be clearly 
said that all these decisions are in conflict 
with a firmly established and never altered 
practice, and can only be explained by the 
desire of the courts to find a just solution 
for the four situations of our table. Just 
this, however, has created the present con- 
fusing state of affairs. In abandoning the 
“abandonment” itself we would reach a 
harmonious solution of these four situations. 


The Proposed Solution 


However, though the result would be 
harmonious and logical, it must be admitted 
that it is not very satisfactory from the 
economic standpoint. We must, therefore, 
do the same thing which the U. S. Supreme 
Court did in the Hammel case—look at the 
Internal Revenue Code as a whole. The 
U. S. Supreme Court found in 1941 that the 
scope of the capital loss provisions was still 
being enlarged by the last Revenue Acts, 
and referred to “this consistent legislative 
policy” in finding that these provisions 
should also embrace the loss in the case of 
foreclosure. If, to solve our problem, we 
ourselves look at the last Revenue Acts, we 
find that in 1938 depreciable property, if 
used in the business, was taken out of the 
definition of capital assets; and in 1942, the 
same was done as to real property used in 
the business. This is also a “consistent 
legislative policy” enlarging the applicability 
of the full loss provision to real property, 
a policy which gains new significance since 
these assets are granted the further privilege 
that gain is to be taxed only as capital gain. 


Were it not for the new provision of the 
regulations,” there would be no doubt at 
all that the managing of real estate is al- 
ways a business, and that the full deduction 
of a loss ensues. This was the situation up 





56 Regulations 111, 29.117-1. 
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to 1942 since Section 23 (1) contained the 
single provision that depreciation is al- 
lowed on property used in trade or busi- 
ness, and the same applied to expenses 
under subsection (a). Since deduction of 
depreciation and expenses was generally al- 
lowed on real property, the owner was, 
obviously, held to be in business. The Reve- 
nue Act of 1942 introduced the deductibility 
of ordinary and necessary expenses paid or 
incurred “for the management, 
conservation, or maintenance of property 
held for the production of income” (Section 
23 (a) (2)), and of depreciation of such prop- 
erty (Section 23 (e)(2)). Thereupon, the 
regulations stated that property used for the 
production of income, but not used in the 
business of the taxpayer, is a capital asset 
even if depreciation has been allowed under 
prior acts. 


However, the managing of real estate is 
still a business. The fact that two provi- 
sions of the Internal Revenue Code con- 
template the same situation should not be 
misleading. The report of the House Com- 
mittee on Ways and Means on the Revenue 
Act of 1942, Section 118, as well as the Re- 
port of the Senate Finance Committee, Sec- 
tion 121, use repeatedly the expression 
“property held for the production of income, 
whether or not such property is used by 
the taxpayer in a trade or business,” thus 
indicating that it is of no consequence 
whether a certain property belongs in the 
first or in the second group. The provision 
of Section 117 (a) (1), which is so much 
connected with our theme, embraces build- 
ings used in the business also by two provi- 
sions making them business assets, first, 
because they are depreciable business assets, 
and secondly, because they are real prop- 
erty. Only if buildings were the sole prop- 
erty held for the production of income, 
could the attempt to treat the owner of one 
or two buildings as not being in the business 
be successful. However, the intention of 
Congress in enacting the provisions of Sec- 
tion 23 (a) (2) and (e) (2) in 1942 was to con- 
fer a benefit on the owner of income producing 
property who was not in business. The 
owner of many securities who employs a 
secretary is now in a position to deduct the 
salary of this secretary, and also the de- 
preciation on the typewriter or writing desk 
which this secretary uses. These are ex- 
amples of property held for the production 
of income, but not used in a trade or busi- 
ness. However, the status of the taxpayer 
who owned one or two buildings was not 
intended to be changed by the provision. 
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There is not the slightest hint in the re- 
ports that such change was contemplated. 

Neither is there any hint in the reports to 
the Revenue Act of 1944 that, by adding 
subsection (n) to Section 22 defining “ad- 
justed gross income,” any change of the 
status of rental property was contemplated. 
It is true that deductions attributable to 
property held for the production of rents or 
royalties are permitted in subsection (4), 
and business deductions are already allowed 
by (1). However, buildings are not the 
only property producing rents, and subsec- 
tion (4) would apply, for example, to a case 
in which furniture is rented occasionally, re- 
pairs or expenses for which could not be 
deducted were it not for the provision of 
subsection (4). Moreover, not only the Re- 
port of the House Ways and Meams Com- 
mittee to the 1944 Act, but also the Senate 
Finance Committee Report contains a state- 
ment with the same wording saying that 
the specification of a particular item in two 
clauses does not mean that it can be de- 
ducted twice. Both the committees, then, 
were aware that the provisions are over- 
lapping. 

Since neither the Revenue Act of 1942 
nor of 1944 intended to change the legal 
position of the managing of real property, 
we have only to apply the law as it stood 
until 1942, and we shall immediately obtain 
not only a harmonious solution of our four 
Situations, but simultaneously kill the prob- 
lem, “When does the managing of real 
estate amount to a business?” a problem 
that is bound to lead to much litigation, 
which has already started. 


Without discussing this question, we may 
say that it seems settled that the owning of 
numerous pieces brings the owner into busi- 
ness status, while the owner of one or two 
buildings is by rulings not always granted 


this status.” Thus on the sale the former 


has the privilege of an ordinary loss deduc- 
tion, which is denied to the latter. By recog- 
nizing that—aside from residential property 
—each owner of real estate is in trade or 
business, the sale of property would result in 
each of the four situations of our table 
either in capital gain or in ordinary loss. It 


5 Generally it depends on whether the owner 
himself looked after the property. This, how- 
ever, is very unsatisfactory. An old and in- 
experienced widow loses the benefit which a 
businessman, if he can afford some time for 
looking after his building, may easily derive. 

For this question see 45 Cyclopedic Federal 
Taxes, 226-11. The leading cases are: John 
Fackler, 45 BTA 708, 1941 [CCH Dec. 12,169], 
affd. 133 F. (2d) 509, 1943, CCA-6 [43-1 vustc 
9270]; Estate of Sam Weingart, TC Memo. 
Dkt. 2367, CCH Dec, 13,733(M), 1944. 


T A X E S—-The Tax Magazine 


nA ff fF wae Ww 





late 
ate- 
that 
two 

de- 
hen, 
ver- 


1942 
egal 
rty, 
ood 
tain 
four 
rob- 
real 
lem 
tion, 


may 
g of 
yUSI- 
two 
nted 
"mer 
duc- 
cog- 
erty 
e or 
ilt in 
table 
B Et 


wner 
how- 
d in- 
ich a 
e for 
ive. 

deral 
John 
,169], 
USTC 
Terno. 


azine 


seems that this would be a harmonious and 
economically sound solution, which contem- 
plates the peculiar character of real prop- 
erty. 

It is self evident that Congress could best 
settle this problem since it could take care 
also of those transactions which occurred 
before the changes of the Revenue Act of 
1938 and 1942 took effect changing the 
character of buildings and real estate from 
capital to business assets when used in trade 
or business. 


IV OTHER PROBLEMS 
OF BASIS 


Since pursuant to Section 113 I. R. C. the 
basis of property acquired by purchase is 
the cost, it is found by ascertaining the pur- 
chase (sales) price. The problem, how to 
compute the price, has already been dis- 
cussed as to a like kind exchange, sale, and 
inheritance of mortgaged property. We will 
merely mention some additional problems 
arising under special circumstances. 

Such a problem arises where the mort- 
gagee accepts a lesser sum than due in dis- 
charge of the mortgage by the mortgage 
debtor. Is the difference between the sum 
paid to the mortgagee and the amount of 
the mortgage gain to the owner, or a reduc- 
tion of his basis? The general rule is that 
the owner who repays a liability at a lesser 
amount, derives gain, immediately taxable 
if he was personally liable, otherwise his 
gain is applied to reduce the basis. 

The first part of this rule goes back to 
Justice Holmes’ decision in U. S. v. Kirby 
Lumber Company," where the United States 
Supreme Court found that a corporation 
purchasing its own bonds on the open market 
at less than its face amount derived taxable 
gain since it freed its general assets of the 
ebligation. The principle of this case was 
extended by the courts also to the similar 
situation of mortgages, since in this case, 
too, the owner, if he is personally liable, 
frees his general assets by the repayment, 
and therefore derives a taxable gain. 

Where there is no personal liability of 
the owner no such release of general assets 
occurs; the saved amount reduces the basis, 
but is not taxable gain. This is the holding 


58284 U. S. 1, 1931 [2 ustc J 814]; see also 
Helvering v. American Chicle Company, 291 
U. S. 426, 1934 [4 ustc f 1240], rvsg. 65 F. (2d) 
454, CCA-2 [1933 CCH {§ 9313] and 23 BTA 221 
[CCH Dec. 6958]: Commissioner v, Coastwise 
Transportation Corporation, 71 F. (2d) 104, 1934, 
CCA-1 [4 ustc § 1288], reaffirming 62 F. (2d) 332 
[3 ustc § 1015], and rvsg. 22 BTA 373 [CCH Dec. 
6727], N. A., certiorari denied 293 U. S. 595, 
1934; ete, 
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of the Fulton Gold case,” which goes back 
to the case of American Seating Company® 
where a corporation had acquired the assets 
of a predecessor subject to a mortgage secur- 
ing bonds, but without assuming the liability. 
The court said that “the paying off of in- 
debtedness secured by a lien on a taxpayer’s 
property is a capital transaction.” ‘The gain 
on the repurchase of the bonds was held not 
to be taxable as gain, but to reduce the basis. 


American Seating Company uses still an- 
other reason—to be applied without regard 
of whether the liability was assumed or not 
—namely the proposition of Bowers v. Ker- 
baugh-Empire Company" that gain is not 
taxable if the transaction as a whole re- 
sulted in loss. In gauging whether the tax- 
ability of a gain should arise immediately 
or be postponed, one question is of utmost 
importance: Is the gain a genuine partial 
gain, or is it problematic whether the whole 
transaction will result in gain or loss? It is 
most desirable to tax a gain only in the first 
case. Thus, if we regard the figures in the 
Fulton Gold case, it appears that $150,000 
was paid in cash for a property worth 
$600,000 covered by a not assumed mortgage 
of $450,000. The Board of Tax Appeals 
says that, as a matter of fact, the property 
since 1930 was never worth less than 
$600,000; but let us assume that this case 
had developed along the lines so familiar to 
us from many other cases— the mortgagee 
would have foreclosed the property receiv- 
ing only $400,000 on the sale. Deducting 
from this amount of $400,000 the basis of 
$600,000 (150,000 plus $450,000) the loss to 
the owner would have been $200,000. Ob- 
viously, it is not desirable to tax a gain on 
the repayment of a not assumed mortgage 
before the possibility of a loss on the liqui- 
dation can be excluded. 


Where property is encumbered with taxes 
or assessments, for which the owner is not 
liable, the rule that a gain on the repayment 
is not taxable, but constitutes a reduction of 
the basis, is also applied. 


Since, as we have indicated above, in 
computing the basis the not assumed lia- 
bility is to be added immediately to the cash 
or other property received, thus increasing 
the basis, the owner on repaying such lia- 
bility for which he is not personally liable, 
may deduct the gain made by him from the 
basis. However, it is not always clear from 
the language of the courts whether they 
apply this proposition. 


60 14 BTA 328, 1938 [CCH Dec. 4601]. 
61 271 U. S. 170, 1926 [1 ustc J 174]. 
59 31 BTA 519, 1940 [CCH Dec. 8766]. 





On the contrary, in the recent case, Hotel 
Astoria, Inc.,* the language of the Board 
of Tax Appeals clearly indicates that it does 
not consider the not assumed liability in 
computing the basis before the owner has 
repaid it, adding it only then with the re- 
duced amount. As we have shown above, 
such computation must yield wrong results 
and therefore should not be used. In this 
case the computation of the Board of Tax 
Appeals is made only by way of dictum. 
The question we are dealing with was not 
before the court; its problem was merely to 
decide whether there was a taxable gain or 
an adjustment of the basis. 


CONCLUSION 


The owner’s liability to yield mortgaged 
property—imposed by law—has every charac- 
teristic of the contractual liability to pay the 
mortgage, except one: The owner, though 
he has the privilege to pay, cannot be forced 
to pay, and the payment of the mortgage 


@42 BTA 759, 1940 [CCH Dec. 11,314], A. 
P. J. Hiatt, 35 BTA 292, 1930 [CCH Dec. 9554], 
and the cases cited therein. 


debt may be enforced 1nerely indirectly by 
proceeding against the property. Conse- 
quently, wherever the answer to a legal 
problem depends on whether the mortgage 
has the character of a property right (in the 
broad sense), the liability to yield should be 
treated on a parity with the liability to pay. 
In a sale it should form part of the con- 
sideration, it should be considered in com- 
puting the basis, and in a like kind exchange 
it should constitute unlike property received 
(“boot”). 

Where, however, the answer to a problem 
depends on the quality of the mortgage as a 
personal liability of the mortgage debtor, the 
liability to yield should be treated differently 
from the liability to pay. Gain on the repay- 
ment of a liability assumed is therefore tax- 
able; however, it is not taxable, but a 
reduction of the basis, in case of a liability 
not assumed. 

How to treat a liability not assumed can 
be found only after having ascertained which 
of these two qualities are decisive for the 
solution of a certain legal situation. 


[The End] 


SALES OF GOVERNMENT PROPERTY 


Because many of the immense federal real estate holdings may return to 
private ownership in the next few years, the recent United States Supreme Court 
decision in S. R. A., Inc. v. State of Minnesota assumes special significance. 

The litigation developed as the result of an assessment by Minnesota of an 
ad valorem property tax on real estate purchased under the law providing for 


disposal of surplus federal real estate. The sales contract provided for a cash 
payment and annual installment payments by the purchaser, for possession by 
the purchaser so long as the terms of the contract were met, for repossession by 
the United States if any terms of the contract were not complied with, and for 
retention of title by the United States until completion of the contract require- 
ments. The purchaser objected to the assessment, claiming exemption of the 
property from state taxation because title was in the United States. 

The Court ruled, however, that the situation was similar to that in New 
Brunswick v. United States, 1 stc J 431, 276 U. S. 547, in which a state’s tax, 
subject to the paramount lien of the United States, was sustained on a beneficial 
interest in property even though the federal government retained legal title to 
the property during the term of the purchase agreement. The Court distinguished 
the situation of S. R. A., Inc. from cases in which property was held exempt 
because a state tax sale would permit passage of title free from the federal lien 
and ruled that, since the Minnesota taxing statute assessed the property subject 
to fee title remaining in the United States, the federal lien was not imperiled 
by possibility of a tax sale and the assessment was valid. 
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CAPITAL GHINS 


By LOUIS WINSTEN 
of New York City 


I THE PERSONAL HOLDING COMPANY Income 


Mr. Winsten further explains his Illustration of Saving which was presented in 
the article, “Personal Holding Company Income,” in the August, 1945 issue 


of TAXES—The Tax Magazine. 


I N REFERENCE to my discussion of 
capital gains in personal holding com- 
pany income appearing in the August, 1945 
issue, my attention has been called to the 
fact that the Illustration of Saving shown 
therein, while in conformity with the in- 
structions on the income tax return forms, 
leads to a result apparently not contem- 
plated in the act itself. 


The Contention 


The contention is made that it would be 
incongruous for one tax to apply, i. e., the 
alternative tax, where there is a small net 
income in addition to the net long-term 
capital gain, while two taxes apply, i. e., 
normal and surtax plus alternative tax, in 
lieu of personal holding surtax, where there 
is a net loss on ordinary income in addition 
to a net long-term capital gain. 


Line 31 of Schedule C-Form 1120 (Sched- 
ule of Capital Gains and Losses) is ear- 
marked as follows: “Tax Liability (line 29 
or 30, whichever is lesser) enter as line 
28, page 2, Form 1120.” This instruction 
was followed in my illustration, and hence 
resulted in the computation for normal and 
surtax on Form 1120 of the smaller tax of 
$4,760. Since the alternative tax was not 
used in the normal and surtax, it follows 
that the alternative tax must be used in 
computing the personal holding surtax. 


Section 117 (c) (1) of the Internal Reve- 
nue Code reads as follows: 


“Corporations.—If for any taxable year 
the net long-term capital gain of any cor- 
poration exceeds the net short-term capital 
loss, there shall be levied, collected, and 
paid, in lieu of the tax imposed by sections 
13, 14, 15, 204, 207 (a) (1) or (3), and 500, 
a tax determined as follows, if and only if 
such tax is less than the tax imposed by 
such sections: 


Capital Gains 


The author is a certified public accountant. 


“ 


A partial tax shall first be computed 
upon the net income reduced by the amount 
of such excess, at the rates and in the man- 
ner as if this subsection had not been en- 
acted, and the total tax shall be the partial 
tax plus 25 per centum of such excess.” 


On page 5 of the “Instructions for Form 


1120,” the following appears with respect to 
alternative tax: 


“If for any taxable year the net long- 
term capital gain exceeds the net short- 
term capital loss, section 117 (c) imposes 
an alternative tax in lieu of the normal tax 
and surtax imposed upon net income, if and 
only if such tax is less than the tax im- 
posed by sections 13, 14, and 15 (relating 
to normal tax and surtax on corporations), 
sections 204 and 207 (a) (1) or (3) (relating 
to normal tax and surtax on insurance com- 
panies, other than life insurance companies), 
and section 500 (relating to surtax on per- 
sonal holding companies). The alternative 
tax is the sum of (1), a partial tax, com- 
puted at the normal tax and surtax rates 
on the net income decreased by the amount 
of the excess of the net long-term capital 
gain over the net short-term capital loss, 
and (2) 25 percent of such excess.” 


Instructions Appear Incomplete 


It appears that these instructions, limited 
as they are to normal and surtax and not 
applicable to the personal holding company 
surtax as well, are incomplete. 


Since Section 117 (c) (1) first above 
quoted refers to a twenty-five per cent al- 
ternative tax if the same is less than the 
tax imposed by Sections 13, 14, 15 and 500, 
it would follow that in the case of a per- 
sonal hoiding company sustaining a net loss 
from ordinary operations in addition to a 
net long-term capital gain, the twenty-five 


[Continued on page 501] 
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By Joel Barlow and George S. Elpern Attorneys of Washington, D. C. 


Mr. Barlow is a member of the firm of Covington, 


Burling, Rublee, Acheson and Schorb 


Q ECTION 721 of the Internal Revenue 
‘7 Code is an f 
provision which has apparently been little 
availed of by taxpayers.” As a matter of 
fact, there is some evidence that many tax- 
light better 


excess pronts tax reliel 


payers 1 have cast their lot with 
Section 721, which is 
and specific in i 


reasonably definite 
instead of 


4 


sorting ti 


section or ction 
721 received comparatively sc: notice aft 


the recent hearings of the Joint Committee 
on Internal Revenue Taxation on the ad- 


ministration of excess profits tax relief 


provisions, even though 
on it have been 
at least 


culties as those relying on Section 722 


4 meee 


taxpayers relying 
confronted to some extent 


with the same problems and diffi- 


This is particularly true in those cases 
where reliance has been placed on subsec- 
tion (a) (2) (C) of Section 721. The prov- 
ince of this article is to comment on some 
of these problems with a view to contribut- 
ing to their solution. 


Members of the Committee commented 
at the hearings on the intention of Congress 
that Section 722 be liberally administered 


and that relief be given wherever the facts 


1Cf. M. L. Seidman, 721 Less Glamor—More 
Relief, in Taxes, Vol. 22, p. 161 (April, 1944); 
Paul D. Seghers, What Price Section 721 Relief 
for Manufacturers, id. p. 434 (Oct., 1944). 
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brought a case within the purview of that 
intention. These comments apply with equal 


force to Section 721. 


| hu 


Purpose of Section 72 


The purpose of Congress in enacting an 


profits tax law li 


was to distribute 
equitably the economic burden of national 
through the device of sing a 
special tax upon corporate income in excess 
of the taxpayer’s normal income. 


excess 
defense 


oi 1m] 


During all 


stages of the legislative process, Congress 
1 
I 


was keenly aware of the impossibility of 
precisely defining income in excess of nor- 
mal income and devoted considerable study 
to the problem of making provision for 
relief of sufficient breadth and flexibility to 
do equity in hardship cases. The legislative 
history makes it clear that this was the pur- 
pose which motivated Congress in enacting 
Section 721.? 


2See Senate Report No. 2114, 76th Congress, 
3d Session (September 11, 1940) on H. R. 10413, 
the second revenue bill of 1940, p. 7; House 
Report No. 146, 77th Congress, 1st Session (Feb- 
ruary 24, 1941) on H. R. 3531, the excess-profits 
tax amendments of 1941, pp. 1-3, 9-10; Senate 
Report No. 75, 77th Congress, 1st Session, on 
H. R. 3531 (Feb. 27, 1941), pp. 2-3, 10; House 
Report No. 2333, 77th Congress, 2d Session 
(July 14, 1942) on H. R. 7378, the revenue bill 
of 1942, p. 21; 86 Congressional Record, 11236, 
11246, 12058, 12061, 12174-12177, 12182-12183, 
12350, 12919; 87 Congressional Record, 1372- 
1373, 1376-1377, 1636, 1637-1638. 
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Of the five* classes of income described 
in Section 721 as among the classes of in- 
come which may be subject to abnormalities 
entitling a taxpayer to relief, that which is 
of greatest interest to manufacturers and 
certain other taxpayers is class (C): 


“Income resulting from exploration, dis- 
covery, prospecting, research, or develop- 
ment of tangible property, patents, formulae, 
or processes, or any combination of the 
foregoing, extending over a period of more 
than 12 months .’ (Section 721 (a) 
2) (C). 

In defining precisely the area of applica- 
bility of the relief provision of Section 721 
to this class of income, a number of prob- 
lems arise which can be solved only in the 
light of the Congressional intention under- 
lying the enactment of the section. In this 
connection, the peculiar nature of an excess 





‘As originally enacted in the Second Revenue 
Act of 1940, Section 721 defined six classes of 
income subject to abnormalities within the scope 
of the section. The Revenue Act of 1942 elimi- 
nated one class consisting of ‘‘income constitut- 
ing an amount payable under a contract, the 
performance of which required more than twelve 
months’’, and made special provision for such 
income in Section 736. 


Abnormal Income 





Jf 


iil 















profits tax, due to the impossibility of defin- 
ing “excess profits” in such a way that the 
tax will operate equitably in abnormal cases, 


plays a most important part. This fact 
coupled with the substantial excess profits 
tax rates which were imposed made it im- 
perative that relief be provided for such 
cases. Congress devoted considerable time 
and energy to the problem of providing 
such relief. The relief provisions were de- 
scribed by congressional leaders of both 
parties as the most important part of the 
excess profits tax law. 86 Congressional 


Record 12058, 12061 (September 13, 1940). 


The Tax Court has recently had occasion, 
in a decision by Judge Van Fossan pro- 
mulgated March 19, 1946, involving income 
of class (C), IV. B. Knight Machinery Com- 
pany v. Commissioner, 6 T. C. —, No. 67 
[CCH Decision 15,038], to emphasize the 
need for adopting an _ intelligent and 
Sympathetic approach in interpreting Sec- 
tion 721. The court in that case declared 
the purpose of the section to be “to afford 
relief to taxpayers who receive income from 
various sources which is inherently abnor- 
mal in character or in amount” (CCH De- 
cision 15,038, page 23,442) and construed a 
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number of provisions in the section in such 
a way as to carry out that purpose. 


Problems of Interpretation 


The following are some of the problems 
of interpretation which have been raised in 
Section 721 cases involving income of the 
above-defined class: 


1. Must the research and development in 
prior years from which the abnormal in- 
come in the taxable year is derived be 
abnormal? 


2. Does the fact that the taxpayer’s de- 
velopment work was based upon prior re- 
search and inventions of others necessarily 
have the effect for the purposes of Section 
721 of making only a small part of the tax- 
payer’s abnormal income attributable to 
development by the taxpayer? 


3. Does Section 721 prohibit the taxpayer 
from subdividing class (C) income in deter- 
mining whether income of the class is quan- 
titatively abnormal, i. e., whether it exceeds 
125 per cent of the average amount of the 
gross income of the class for the four pre- 
vious taxable years? 


4. Do business conditions during the ex- 
cess profits taxable years preclude or limit 
to any substantial extent attribution to 
prior years of the abnormal income of the 
taxable year? 


5. Is Section 721 relief applicable only to 
abnormal income resulting from positive 
benefits arising from research and develop- 
ment and not to abnormal income which is 
due merely to savings in cost resulting from 
the research and development? 


6. Do the “direct costs or expenses, de- 
ductible in determining the normal tax net 
income through the expenditure of 
which . . . abnormal income was in whole 
or in part derived”, which Section 721 (a) 
(3) requires to be deducted from abnormal 
income in determining the amount of net 
abnormal income, include an allocable por- 
tion of general and administrative expenses 
for the taxable years? 


7. Section 721 relief is based to a certain 
extent upon factors which are extremely 
difficult to reduce to dollars and cents with 
any degree of certainty, such as the part 
played in the production of abnormal in- 
come by manufacturing and selling, as 
contrasted with research and development, 
and the part played by improved business 
conditions during the taxable year. Does 
Section 721 require that taxpayers shall 
prove the amount of relief to which they are 


entitled with mathematical precision or any- 
thing approaching such precision? 


We believe that in order to give the sec- 
tion the effect Congress intended, these 
questions must all be answered in the nega- 
tive. To take a different position, as the 
Bureau of Internal Revenue has done in 
some cases, would result in cutting the relief 
intended and obtainable under Section 721 
to the barest minimum and making it im- 
possible for most companies having class 
(C) income to obtain relief at all. 


The Research and Development 
Need Not Be Abnormal 


It is not necessary, under the language of 
Section 721 or the Regulations, that there 
be anything unusual or revolutionary about 
a taxpayer’s research and development in 
order that it be eligible for Section 721 re- 
lief. It is the income in the taxable year 
which is required to be abnormal. 


Section 721 was, as we have seen, designed 
to provide relief from the excess profits tax 
for profits which are not in fact excess 
profits for the taxable year but which are 
abnormal profits attributable to other years. 
Section 721 (a) (2) (C) was designed to 
provide such relief in cases where the ab- 
normal income is the result of development 
in prior years. It is wholly immaterial to 
this purpose whether the development work 
of the prior years is a normal or an abnor- 
mal feature of the taxpayer’s operations, 
whether it is a special project or day-to-day 
research and development. 


To hold that the research and develop- 
ment must be abnormal would completely 
eliminate from the area of applicability of 
Section 721 the great majority of American 
manufacturers who are constantly seeking 
to improve their processes and products by 
research, education and knowledge gained 
in past operations of the business. Only 
those manufacturers who engage in most 
unusual development work wholly unrelated 
to their regular line of business would still 
remain eligible for relief under Section 721 
(a) (2) (C). A manufacturer who con- 
stantly engages in research and develop- 
ment work of a noteworthy character would 
never be eligible for relief because such 
outstanding developmental work would al- 
ways be part of the manufacturer’s day-to- 
day routine. 


Normal day-to-day development work is 
not excluded from the scope of the section. 
The statute provides a measurable limitation 
upon research and development to which 
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abnormal income may be attributed for the 
purpose of obtaining relief: the requirement 
that the research and development extend 
over a period of more than twelve months. 
If the normal day-to-day development work 
of a taxpayer devoted to a particular project 
extends over more than twelve months, then 
it is within the scope of the section even 
though the work was part of the taxpayer’s 
regular routine operations. 


In the Knight Machinery case, the tax- 
payer, a manufacturer of milling machines, 
developed a new type of miller to replace 
its older machines which it had become con- 
vinced were outmoded. The Commissioner 
took the position that the development of 
the new machine was merely a normal 
process of perfecting and producing new 
models of its machines in which every 
manufacturer must periodically engage. The 
court rejected the Commissioner’s view. In 
doing so, the court found that the new 
model was a new machine. This finding, 
however, does not mean that the court 
agrees with the position taken by the Bureau 
in various applications for Section 721 relief 
that normal development and improvement 
of existing equipment and processes are be- 
vond the scope of the section. The court 
was thinking in terms of the resulting prod- 
uct rather than of the nature of the devel- 
opment work and the opinion points out 
that the effect of this finding is limited to 
the case at bar. 


It is likewise immaterial that the taxpayer 


has incurred experimental and develop- 
mental expenses year after year for a long 
period and will probably continue to do so, 
with the result that such expenditures are 
a normal expense for a business of the type 
conducted by the taxpayer. Under the stat- 
ute and regulations only the income, and 
not the expenditures, need be abnormal. It 
is thus immaterial, also, whether the tax- 
payer capitalized its developmental expendi- 
tures for tax purposes, or expensed them. 
Cf. the Knight Machinery case, [CCH Deci- 
sion 15,038 at page 23,441.] 


It may be noted in addition that the view 
that the research and development must be 
abnormal loses whatever basis it may have 
when applied to income which is deemed 
abnormal because it exceeds 125 per cent 
of the average amount of the gross income 
of the same class for the four previous tax- 
able years. This test of abnormality is 
purely quantitative and it has no relation to 
the nature of the developmental work in- 
volved. 


Abnormal Income 


Income Attributed to Development 
of Prior Inventions of Others 


The extent to which credit is to be given 
the taxpayer’s research and development, 
as distinguished from prior work in the par- 
ticular field by others, as the source of the 
abnormal income in the taxable year, is a 
factor which must be given a common sense 
interpretation in the light of the Con- 
gressional intention. Such an interpretation 
requires that the taxpayer shall not be 
penalized because its research and develop- 
ment were built upon foundations laid by 
others. 


The invention or development which is 
not built upon the experience of the race 
is indeed a rara avis. For this reason, the 
amount of relief would in all cases be cut 
down to the minimum possible, frequently 
to practically zero, if it were held that ab- 
normal income is only in small part attribut- 
able to developmental work by the taxpayer 
for the reason that the taxpayer superim- 
posed its own research and development 
upon a series of prior inventions upon which 
the foundation of the industry of which the 
taxpayer is a member rests. The intention 
of Congress in enacting Section 721 to grant 
substantial relief from the impact of high 
excess profits taxes in cases of abnormal 
income would be completely set at naught. 


Suppose, for instance, a taxpayer has de- 
veloped a pencil made of a material not 
theretofore successfully used for pencils, a 
pencil which is far superior to the ordinary 
pencil on the market. The fact that the 
taxpayer did not invent the pencil, or the 
material out of which the taxpayer’s product 
is made, and the fact that the taxpayer did 
not put out a product for a use not previ- 
ously served by pencils and did not use raw 
materials not used by other pencil manu- 
facturers, do not detract from the value of 
the taxpayer’s research and development 
and should not, in the light of the Congres- 
sional intent, detract from the attributability 
to it of the abnormal income derived from 
the new product. 


To hold otherwise would ignore com- 
pletely the fact that it is the latest improve- 
ment in a series of supplementary inventions 
and developments which stimulates the 
consumer demand, already wearied of or 
dissatisfied with the old product, into appre- 
ciation of the new. It is the latest novel 
development which results in the spurt in 
demand which creates the abnormal income. 


In this connection it should be noted that 
in the case of W. B. Davis & Son, Inc. v. 
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Commissioner, 5 TC No. 145 [CCH Dec. 
14,872], promulgated on December 10, 1945, 
royalties received during the taxable year 
under a patent license were held to consti- 
tute abnormal income attributable to prior 
years in which the patent had been devel- 
oped, despite the fact that before such 
development years there had been develop- 
ment work on the invention itself which 
was the subject of the patent.‘ 


Subdivide the Class to Determine 
Quantitatively Abnormal Income 


In determining whether income of a class 
exceeds 125 per cent of the average amount 
of income of that class for the four preced- 
ing taxable years, a different result may be 
reached if the class is broken up by groups 
or items. For example, if class (C) income 
consists of income derived from four differ- 
ent inventions, as to three of which the 
income for the taxable year exceeds 125 
per cent of the average income for the four 
preceding years, but as to the fourth inven- 
tion the income for the taxable year does 
not exceed 125 per cent of the four-year 
average, the amount of abnormal income 
for the taxable year will frequently be 
greater if the class is subdivided into four 
classes and the computations made sepa- 
rately for each of the new classes than if it 
is all treated as one class. 


The Bureau of Internal Revenue has 
taken the position that the class may not 
be subdivided. Section 35.721-1 of Regula- 
tions 112. We submit that this interpreta- 
tion of Section 721 unduly and improperly 
limits the relief intended by Congress. 

Section 35.721-1 provides in part: 

af Abnormal income is to be deter- 
mined by considering classes of income, 
and not merely particular items. . .” 


This provision was not included in Regu- 
lations 109 as originally issued under the 
Second Revenue Act of 1940. It was after 
Congress enacted the more comprehensive 
relief provisions of the Excess Profits Tax 
Amendments of 1941, intended to ensure 
adequate relief, that the Commissioner in- 
serted the restrictive provisions quoted 
above in an amendment® to Regulations 
109. This action on the part of the Commis- 
sioner appears to go against the current of 
Congressional thinking on the subject. 


‘In the Davis case, the court held that the 
term ‘‘development’’, when applied to a patent, 
includes the taking of the steps which are es- 
sential to obtaining letters patent from the 
United States. 


5T. D. 5045 (May 3, 1941). 
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The intention of Congress in enacting 
Section 721 was to provide relief in cases 
of income realized during the current tax- 
able year which was in excess of 125 per 
cent of the average amount of income of 
the same kind for the four preceding years. 
Any attempt to cut down the amount of 
relief by tying together unrelated * items of 
income is contrary to the legislative inten- 
tion and defeats the whole policy underlying 
the excess profits tax law. 


It was the intention of Congress that tax- 
payers should be entitled to relief under 
Section 721 as to all their abnormal income. 
It was not intended to give relief only with 
respect to the amount of their abnormal 
income as diminished by the device of an 
offset against base period income of income 
derived from an unrelated project. 


It is true that the section defines abnormal 
income as “income of any class...” and 
provides that each of the types of income 
described in subsection (a) (2) of the sec- 
tion “shall be held to describe a separate 
class of income”. But the same subsection 
also provides for the classification of income 
into other classes, and the view here urged 
as to the independence of unrelated items of 
income for the purpose of determining the 
amount of abnormal income is the logical 
conclusion from the statements of Congres- 
sional policy contained in the legislative 
history. This view finds support in the 
works of recognized authorities on taxation. 
Mertens, in discussing this question, states: 


“.. The regulations state that in deter- 
mining whether income arising out of a 
judgment is abnormal either in kind or in 
amount, ‘account must be taken not only 
of other judgment income, if any, received 
in preceding taxable years, but also of any 
income arising out of claims, awards, and 
decrees, and interest thereon, so received.’ 
And further, that account must be taken of 
the fact that ‘all items of such income are 
of the same class.’ If this is to be taken to 
mean that recoveries wholly unrelated in na- 
ture or cause might bar other unrelated income 
from being considered abnormal, it would 
seem to be clearly wrong. Except in a very 


‘By “related’’ we do not refer to the ex- 
istence of an analogy because of similarity of 
product. Take, for example, our taxpayer who 
has developed several types of pencils. Two 
pencils may be deemed similar because they 
are both pencils or even pencils used for a 
similar purpose, such as drawing, or made of 
a similar material. But they are not related in 
the sense of having to be joined in a class for 
the purposes of Section 721, we believe, unless 
there exists some degree of interrelation in the 
research and development work affecting both 
products. 
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few cases the abnormality of such recover- 
ies, it would seem, should be measured only 
with reference to recoveries of a similar 
nature.” Mertens, Law of Federal Income 
Taxation (1943), Vol. 7A, p. 187. (Italics 
supplied). 


See also Montgomery, Federal Taxes on 
Corporations, 1945-1946, Vol. 2, pages 316, 
497. 


The language of subparagraph (C) of 
Section 721 (a) (2) is significantly different 
from the language of the other subpara- 
graphs describing the four other named 
classes of abnormal income. Subparagraph 
(C) lists two series of categories, one de- 
scribing the activities from which the abnor- 
mal income may be derived, “exploration, 
discovery, prospecting, research, or devel- 
opment,” and the other describing the 
objects of such activity, “tangible property, 
patents, formulae, or processes.” The sev- 
eral categories are joined by the disjunctive 
“or” and followed by a phrase connoting 
extreme flexibility, “or any combination of 
the foregoing.” None of the other subpara- 
graphs describing classes of income gives 
the taxpayer so much leeway in defining the 
classes of its abnormal income. Even if 
the other subparagraphs are to be given a 
rigid interpretation then, the same prin- 
ciples should not apply in the construction 
of subparagraph (C) as in the case of the 
other subparagraphs. 


The use of the flexible phraseology of 
subparagraph (C), coupled with the known 
intention of Congress, as disclosed by the 
legislative history, to grant all the relief in 
cases of abnormal income to which the tax- 
payer is equitably entitled, supports the 
view that Section 721 is not intended to be con- 
strued narrowly so as to deprive taxpayers 
of the right to specific relief as to every item 
or group of related items of abnormal in- 
come derived from exploration, develop- 
ment and the like. The class may consist 
of income derived from a group of related 
items or, where there are no related items, 
from a single item. 


Some support for this interpretation may 
be found by analogy in recent Tax Court 
decisions. In Keeble v. Commissioner, 2 TC 
1249 (1943) [CCH Dec. 13,647], the court 
held that the relief Congress intended to 
provide, rather than the literal meaning of the 
words used in the statutory provision, is to 
be given effect. The court was there dealing 
with Section 107 of the Internal Revenue 
Code, which grants to individual taxpayers 
receiving income for services performed 
over a period of more than five calendar 
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years relief from high surtax rates similar 
to the relief granted corporate taxpayers 
by Section 721 (a) (2) (C) from high excess 
profits tax rates. The court held that the 
provision must be given “a rational, sensible 
construction and one which will give the 
relief it was intended to provide”. The 
court overruled the Commissioner’s conten- 
tion that five full calendar years running 
from January through December, rather 
than sixty successive months, must inter- 
vene between the beginning and the com- 
pletion of the service in order to entitle the 
taxpayer to.relief. 


It is interesting to note that in the re- 
cently decided Knight Machinery case, the 
Commissioner sought to have all the tax- 
payer’s income treated as being of one class, 
income derived from manufacturing. He 
argued that the petitioner was engaged in a 
single activity, “manufacturing”, and that 
no provision has been made in the regula- 
tions for the division of income therefrom 
into classes of income derived from the 
manufacture of each individual product. In 
rejecting this view and holding that the 
computation of net abnormal income should 
be restricted to income from the sale of the 
new machines, Judge Van Fossan pointed 
out: 


“ 


. we believe that the statute means 
just what it says—that any income of the 
type or class specified in subsection (a) 
(2) of Section 721 is to be recognized in 
applying the relief measures which the 
statute grants.” (CCH Decision 15,038, 
page 23,445). 


The Davis case also supports the view 
that the descriptive matter in the five sub- 
paragraphs of Section 721 (a) (2) is not 
controlling on the question of the content of 
a class. In that case the abnormal income 
consisted of royalties received under a pa- 
tent license. There appears to have been 
some question as to whether the royalties 
resulted from the development of patents. 
The court held that the taxpayer was not 
limited to the classes defined in the statute. 
The definition of abnormal income in Sec- 
tion 721 (a) (1) as meaning income of any 
class includible in gross income was held to 
be controlling. At pages 13-14 of the slip 
opinion the court stated: 


“Abnormal income is not confined to the 
six classes of income described in subdivi- 
sion (a) (2) (A) to (F) of section 721. It 
includes income ‘of any class includible in 
the gross income of the taxpayer for any 
taxable year’. (italics supplied [by the 
Court]), section 721 (a) (1), supra, and, 
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whether or not the royalties resulted from 
the development of patents, as the petitioner 
contends, they clearly are ‘income of any 
class’, and, having been received in 1940, 
they are includible in the petitioner’s gross 
income of the taxable year.” * 


Business Conditions 


Section 35.721-3 of Regulations 112 pro- 
vides that— 


‘... To the extent that any items of net 
abnormal income in the taxable year are the 
result of high prices, low operating costs, 
or increased physical volume of sales due to 
increased demand for or decreased compe- 
tion in the type of product sold by the tax- 
payer, such items shall not be attributed to 
other taxable years. Thus, no portion of an 
item is to be attributed to other years if 
such item is of a class of income which is 
in excess of 125 percent of the average 
income of the same class for the four previ- 
ous taxable years solely because of an 
improvement in business conditions...” 


Literally construed, the quoted provision 
would make Section 721 (a) (2) (C) a dead 
letter. It would have the result in every 
case involving research and development 
income of making it impossible to attribute 
any such income to prior years. This is so 
because the only way in which the results 
of research and development can be con- 
verted into profit is by increased sales due 
to “increased demand for or decreased com- 
petition in the type of product”, or by low- 
ered production costs. It follows that, 
literally construed, the regulation is invalid 
as contradicting the statute. Manhattan 
General Equipment Co. v. Commissioner, 297 
U. S. 129, 134 (1936) [36-1 ustc § 9105]; 
Johnson Lumber Co. v. Commissioner, 3 TC 
1160 (1944) [CCH Dec. 14,053]. 


Since a regulation will, if possible, be 
given a construction which will make it 
valid in preference to a construction result- 
ing in invalidity (Commissioner v. Netcher, 
143 F. (2d) 484, 487 (CCA-7 1944) [44-2 
ustc § 9354], the quoted provision must be 
examined for other possible interpretations. 


One interpretation, which appears to have 
its foundation in sound reason, is that ab- 
normal income in the taxable year resulting 
from high prices, low operating costs or 
increased physical volume of sales due to 


7For another recent discussion by the Tax 
Court of the question of what constitutes a class 
under Section 721, see Geyer, Cornell, Newell, 
Inc., v. Commissioner, 6 TC —, No. 15, (Jan- 
uary 23, 1946) [CCH Dec, 14,943]. 
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increased demand or decreased competition 
shall, to the extent that such factors are 
the result of general economic conditions in 
the taxable year rather than of the develop- 
mental work engaged in during prior years, 
not be attributed to other taxable years. 


This interpretation of the regulation is 
stated another way by Judge Tyson at page 
21-22 of his opinion in the Davis case. Judge 
Tyson puts it as follows: Section 30.721-8 
of Regulations 109, as amended,*® provides 
that if a taxpayer is engaged in manufac- 
turing or marketing, income from such ac- 
tivities must be segregated as between 
normal manufacturing income and that at- 
tributable to the development work. Under 
this regulation only the latter portion comes 
within the relief provision of Section 721. 
In view of this provision of Section 30.721-8 
the quoted provision from Section 30.721-3 
[Section 35.721-3 of Regulations 112] was 
intended to apply, Judge Tyson continues, 
only to the part of the profit which is de- 
rived from the manufacturing and selling 
(which are activities engaged in chiefly 
during the current taxable year and subject 
to variations in business conditions during 
that year). It has “no application what- 
ever” to income derived from the develop- 
ment. 


Elsewhere in his opinion (pages 19-20) 
Judge Tyson again had occasion to rule that 
a regulation plainly inconsistent on its face 
with another regulation or statutory provi- 
sion need not be given a literal construction. 
Section 721 (a) (2) (C), Judge Tyson points 
out, designates “income resulting from. . 
development of ... patents... extending 
over a period of more than twelve months” as 
a class of income entitled to the treatment 
provided by Section 721. Section 30.721-3 
of Regulations 109 [Section 35.721-3 of 
Regulations 112] provides: 


ce 


. No portion of an item of net ab- 


normal income is to be attributed to any 
previous year solely by reason of an in- 
vestment by the taxpayer in assets, tangible 
or intangible, employed in or contributing 
to the production of such income.” 

Judge Tyson then makes this significant 
observation: 


“.. If the word ‘investment,’ as used in 
the above quoted provision of paragraph 
30.721-3 of the Regulations, includes an in- 
vestment made by a taxpayer over a period 
of years in developing an invention and ob- 
taining a patent, that section operates to 
deny relief to every taxpayer who has made 


8’ The corresponding provision in Regulations 
112 is Section 35.721-7. 
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an investment of that character and who de- 
rives income from the patents which is ab- 
normal income under the tests provided by 
section 721,—all in contravention of the 
plain terms and purpose of the statute and 
the specific provisions of section 30.721-8 of 
the Regulations. We can not attribute 
to the framers of the Regulations an intention 
to deprive taxpayers of relief plainly author- 
ized by the statute. What character or kind 
of investment is meant by the words ‘an 
investment by the taxpayer in assets’ in the 
above quoted provision of paragraph 30.721-3 
is a matter upon which we need express no 
opinion. It is sufficient for present purposes 
to say that we think those words do not in- 
clude, and could not have been intended to 
include, expenditures made by a taxpayer 
over a period of more than twelve months in 
the development of a patent.” 


Judge Tyson’s remarks are equally ap- 
plicable to the limitation of relief with re- 
spect to improved business conditions 
contained in Section 35.721-3 of Regulations 
112. This limitation can not be construed 
to apply to income derived from develop- 
ment. To hold otherwise would be to at- 
tribute to the Bureau “an intention,” in 
framing the Regulations, “to deprive tax- 
payers of relief plainly authorized by the 
statute.” 


In the Knight Machinery case, the parties 
stipulated that the ratio of sales of ma- 
chine tools by eighty-five percent of the 
machine tool industry (the balance being 
unreported) during 1940 to the average 
amount of such sales during the years 1936 
to 1939 should be used to represent im- 
proved business conditions in arriving at 
the amount of abnormal net income attribu- 
table to other years. The point was not 
argued and the Court followed the stipula- 
tion of the parties, but nowhere does the 
opinion express approval of the method by 
which the parties computed this factor. This 
method obviously ignored the effect of the 
increase in demand which normally marks 
the advent of a new and greatly improved 
machine tool. Moreover, the regulation does 
not require the improvement in business 
conditions to be measured against the aver- 
age of the sales during the four previous 
taxable years. A comparison with the year 
immediately preceding the taxable year in 
question should be sufficient for the purpose 


The intention of Congress in enacting 
Section 721 (a) (2) (C) was to provide re- 
lief for abnormal income resulting from re- 
search, development and the like. Even if 
part of the abnormal development income in 
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the taxable year is attributable to business 
conditions in that year, nevertheless a cer- 
tain portion of such abnormal income must 
be the result of the research and develop- 
ment. The regulation can not possibly be 
construed to deprive the taxpayer of the in- 
tended relief for the latter portion of the 
abnormal income. The fact that under this 
interpretation of the quoted regulation a 
certain amount of the abnormal income may 
under proper circumstances be allocated to 
the taxable year by virtue of improved busi- 
ness conditions in that year, does not, how- 
ever, mean that the portion so allocated shall 
not be kept to a minimum. A number of 
considerations require that this allocation 
shall not be so effected as to deprive the 
taxpayer of any of the relief to which the 
statute entitles it. 


Congressional Intention 


The first of these considerations is that 
the statute is designed to give relief to the 
taxpayer for abnormal income resulting 
from research and development. The 
statute speaks in positive terms of relief for 
such income. Nowhere does the statute say 
that any amount attributable to improved 
business conditions in the taxable year shall 
be excluded from the relief provided. That 
exclusion is grafted upon the language of 
the statute by the regulation. 


To permit that exclusion to cut into the 
area for which Congress intended to provide 
relief would accomplish exactly what the 
Congressional debates show senators feared 
would happen if Congress provided that 
the attribution of net abnormal income to 
prior years “shall be determined under 
regulations prescribed by the Commis- 
missioner with the approval of the Secre- 
tary.” *® Senator Adams, who made persistent 
and repeated inquiries on this question, was 
assured by Chairman Harrison and other 
members of the Finance Committee, who 
had in turn been assured by Treasury ex- 
perts, that the statute imposed a mandate 
upon the Commissioner to grant complete 
relief for abnormal development income. 


The Twenty-five Per Cent Cushion 


Another reason why abnormal income 
found to be attributable to improved busi- 
ness conditions in the taxable year must be 
kept at a minimum is to be found in the 
twenty-five per cent cushion in the quantita- 
tive definition of abnormal income as income 
in excess of 125 per cent of the average for 


®See 86 Congressional Record 


12174-77, 
12182-83, 12350, 12,919. See below. 
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the four preceding years. It was of course 
impossible for Congress to foretell changes 
during future taxable years. This twenty- 


five per cent cushion serves as a rough 
measure of variations in current year factors 
which result in varying the amount of in- 
come from the test period average. 


Even if the twenty-five per cent cushion 
be deemed not to cover all income attribut- 
able to improved business conditions in the 
taxable year, it in any event reduces to a 
considerable extent the amount of such 
income. 


Wartime Conditions 


A third consideration affecting the prob- 
lem of allocating abnormal income to cur- 
rent improved business conditions is the 
view to which the Bureau has given ex- 
pression in some of the Section 721 cases 
which have come before it that wartime con- 
ditions are ipso facto “improved business 
conditions.” If this theory were given effect 
it would obviously result in practically nulli- 
fying Section 721, since all applicants for 
relief under Section 721 would be deemed 
to have benefited to a large extent by war- 
time conditions. 


The increase in a taxpayer’s sales during 
the war years of products newly invented or 
developed will frequently be attributable not 
to the war but to the increased consumer 
demand stimulated by the advantages to in- 
dustry and the public of these new products 
which were developed by the taxpayer dur- 
ing prior years. If there had been no war, 
the taxpayer in many cases would have 
nevertheless sold its new products to the 
same class of civilian purchasers, whose de- 
sire for them had been whetted by the re- 
sults of the taxpayer’s experimental and 
developmental work. 


That Congress intended to include within 
the relief provisions of Section 721 abnormal 
income derived from “war business” is clear 
from the legislative history of the section. 
The Senate debates on Section 721 contain 
convincing evidence that Congress intended 
that abnormal income in an excess profits 
tax year which is economically attributable 
to other years should be covered by the 
relief provisions of the section, even though 
the specific income involved had its source 
in a war use. There was considerable dis- 
cussion on the floor of the Senate of the 
treatment in Section 721 of the class of in- 
come “resulting from exploration, discovery, 
prospecting, research, or development of 
tangible property, patents, formulae or proc- 
esses, or any combination of the foregoing, 


456 


extending over a period of more than twelve 
months.” Senator Adams inquired of Chair- 
man Harrison of the Committee on Finance 
whether the accumulated profit from mines 
resulting from prior years of development 
which would be realized in excess profits tax 
years could be attributed to other years 
under the provisions of Section 721. Senator 
Harrison replied in the affirmative, referring 
in his statement not only to the products of 
mines but also of oil wells which at that 
time were flowing in unprecedented volume 
into the war effort. (86 Congressional Record 
12175, 12919 (September 14, and October 1, 
1940).) Minerals and oil, of course, are the 
lifeblood of war, and the vast bulk of the 
country’s minerals and oil have during the 
emergency period been devoted to war uses. It 
was known at the time of the Senatorial de- 
bates, in September and October of 1940, that 
they were being, and would continue to be so 
devoted. What was stated in the Senate 
debates with respect to abnormal income 
derived from war use of minerals and oil is 
a fortiori applicable to the abnormal income 
derived by taxpayers from the sale of any 
product destined for a military use, as the 
bulk of the nation’s products during the war 
period have been. 


Congress did not intend to tax all the 
profits of “war business.” This is evident 
from the type of tax levied, an excess profits 
tax. The excess profits subjected to the tax 
are the profits remaining after an allowance 
is made for non-excess profits. Nothing in 
the excess profits tax law points to any dis- 
tinction between war business and non-war 
business. Thus, for instance, manufacturers 
of munitions are allowed an excess profits 
credit based upon their average base period 
income. The excess profits tax law accords 
them the same treatment as other corpora- 
tions.” The Committee on Ways and 
Means, in its Report on the Second Rev- 
enue Bill of 1940, made clear its intention to 
treat war contractors and other corpora- 
tions exactly alike, by stating that there 
should be a tax on corporate profits “from 
all sources,” rather than on armament manu- 
facturers only. (House Report No. 2894, 
76th Congress, 3d Session, p. 2 (August 28, 
1940).) 


10 Another step in the Congressional policy of 
not levying an excess profits tax on the total 
profits derived from the war program was the 
suspension of the Vinson-Trammel! Act, simul- 
taneously with the enactment of the excess 
profits tax law. The Vinson-Trammel] Act im- 
posed a tax on profits derived from the con- 
struction of naval vessels and Army and Navy 
aircraft in excess of ten per cent of the con- 
tract price. 
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The exclusion by Congress of a portion of 
the income derived from “war business” 
from the scope of the excess profits tax had 
a sound objective in the stimulation of en- 
terprise in such business. Jd. page 1. To con- 
strue Section 721 as excluding abnormal in- 
come derived from “war business” from the 
type of income attributable to prior years 
would give the statute a meaning which would 
have helped deaden, rather than stimulate, 
the spirit of enterprise. 


Aside from the underlying legislative 
policy of treating profits derived from war 
and non-war business exactly alike, an ex- 
amination of the language of Section 721 
and of the applicable regulations discloses 
that nothing contained therein warrants the 
interpretation that abnormal income derived 
from the sale of products used in the war 
economy and even those which are used 
for strictly military purposes may not be at- 
tributable to other years under the provi- 
sions of the Section. 


That Congress did not intend such a result 
is indicated in the Senate debates and the 
Report of the Committee on Finance on the 
Second Revenue Bill of 1940, Senate Report 
2114, 76th Congress 3d Session (September 
11, 1940). The Report enumerates at page 
15 the conditions which must be met in 
order to bring income of any of the several 
clases provided for in the bill within the 
scope of the relief provided for by Section 
721. This enumeration contains no refer- 
ence to any condition that the income shall 
not be derived from “war business.” 


Moreover, modern war conditions are by 
no means improved business conditions. 
The various governmental wartime controls 
have removed from the scene the usual con- 
comitants of an era of business prosperity, 
such as those listed in the quoted provisions 
from Section 35.721-3 of the Regulations. 
We have, for instance, such restrictions as 
price ceilings, which largely cancel out the 
factor of high prices mentioned in Section 
35.721-3. 


On top of price ceilings we have renegotia- 
tion, which like other adverse business con- 
ditions takes profits away before the impact 
of taxes. Renegotiation has been construed 
strictly by the Price Adjustment Boards to 
be, not a tax, but a price adjustment.” 
Renegotiation procedure is replete with evi- 





11See statements of Under Secretary of War 
Robert P. Patterson and Maurice Karker, Chair- 
man, War Department Price Adjustment Board 
at Hearings before the Committee on Ways and 
Means, 78th Cong., on H. R. 2324, H. R. 2698 
and H. R. 3015, pages 44 and 881 (September 9, 
21, 1943). 
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dences that renegotiation is purely a process 
of price adjustment. Thus, to cite one in- 
stance, when excessive profits have been 
eliminated through renegotiation, the Price 
Adjustment Boards uniformly compute the 
margin of profit retained by the contractor 
on the basis of adjusted sales, that is, the 
amount of sales less the eliminated profits, 
rather than on the amount of sales before 
renegotiation. With OPA controls and re- 
negotiation price adjustments, abnormal in- 
come resulting from the factor of high prices 
referred to in Section 35.721-3 of the Regu- 
lations has been at a minimum. 


We also have had during the war period 
higher labor costs as well as increases in raw 
material prices, which tend to eliminate the 
factor of low operating costs referred to in 
the Regulations as a sign of improvement in 
business conditions. Again, many corpora- 
tions have incurred large deferred mainte- 
nance charges which are not deductible 
taxwise, although they could have spread 
over a period of many years the manufac- 
turing activity which they have crowded 
into a few war years. Operating costs have 
been constantly driven upward not only by 
spiraling labor and material costs but also 
by costs incurred for facilities having no 


post-war utility which can not be written off 
taxwise. 


The taxpayer’s increased volume of sales 
in a large percentage of cases involving in- 
come from products which are the result of 
research and development in prior years will 
thus be seen to be due not to the causes 
listed in Section 35.721-3 of the Regulations, 
but to the cumulated effect of the taxpayer's 
research and development of the products 
during prior years, coupled with the advan- 
tages which these products offer as a result 
of such research and development. 


Scope of Section 721 Relief 


Sometimes an invention or new develop- 
ment will result in abnormal income by 
reason of the fact that it leads to the use of 
cheaper materials, reduces wastage or the 
amount of labor required, or otherwise 
effects savings in production costs. Such 
Savings come within the Congressional in- 
tention to provide relief. Nothing in the 
statute or legislative history indicates the 
contrary. Any attempt to distinguish be- 
tween income resulting from positive bene- 
fits derived from research and development 
and income arising from the negative benefit 
of savings in costs would constitute reading 
into the statute something which is con- 
spicuously absent therefrom. 
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Determining Net Abnormal Income 


Section 721 (a) (3) provides that in de- 
termining the amount of net abnormal in- 
come to which Section 721 relief is to be 
applied, an allocable portion of “direct costs 
or expenses, deductible in determining the 
normal-tax net income of the taxable year, 
through the expenditure of which... ab- 
normal income was in whole or in part de- 
rived,” shall be deducted from abnormal 
income. 


Different interpretations of the term “di- 
rect costs or expenses” have been offered by 
the Bureau and by taxpayers and writers. 
The Bureau has taken the position in a 
number of applications for Section 721 relief 
that this term includes an allocable portion 
of general and administrative expenses for 
the taxable year. On the other hand it has 
been contended that the term includes only 
direct production costs. A middle view 
which has been taken by some is that “di- 
rect costs or expenses” include such items 
as selling expenses. 


If the Bureau’s position, as defined above, 
is correct, it would seem that the word “di- 
rect,” as used in the statute, is meaningless. 
Surely the salary paid a clerk in the office 
who has nothing to do with production op- 
erations, or a charitable contribution made 
hy the taxpayer, can by no stretching of 
language be considered a “direct” cost or 
expense. 


The meaning of the word “direct” as here 
used has rarely been the subject of comment 
by courts or writers. In the Davis case, 
Judge Tyson held at page 15 of his opinion 
that “direct costs or expenses” do not in- 
clude general and administrative expenses 
in the case of abnormal income consisting 
of royalties under a license of a patent. The 
court also held that expenditures properly 
attributable to capital account, such as de- 
velopment costs and legal expenses incurred 
in connection with patent applications and 
interference proceedings are not “direct 
costs or expenses” within the meaning of 
the provision. The opinion in the Knight 
Machinery case is silent on the question of 
the meaning of the word “direct” and the 
record in the case is not clear as to what 
items were included in “direct costs or ex- 
penses”’. 

In an article appearing in the October, 
1944, number of TAxEs—The Tax Magazine, 
“What Price Section 721 Relief for Manu- 
facturers?” by Paul D. Seghers, the writer 
indicates it his opinion that the direct costs 
and expenses to be deducted from abnormal 
income in calculating net abnormal income 


458 


include selling commissions and expenses, 
such as advertising and demonstrating costs, 
but do not include general and administra- 
tive expenses. 


This question has received no definite 
answer.” A fair interpretation of the term 
“direct costs or expenses” would include 
therein all costs which are directly attribut- 
able to the production or sale of the product 
resulting in the abnormal income. Items 
of cost which are applicable to the tax- 
payer’s production or business as a whole, 
or to a department or division thereof, and 
which have to be attributed to the product 
in question by a process of division and 
allocation are not “direct costs or expenses”. 


No Hopeless Burden of Proof 


Section 721 was intended, as we have seen, 
to provide broad relief. To impose im- 
possible burdens of proof upon applicants 
for relief under the Section would render 
the statute a nullity. 


Section 721 must be interpreted intelli- 
gently and sympathetically to provide the 
relief intended by Congress.” To require 
taxpayers to prove to the last dollar the 
amount of relief to which they are entitled 
would simply make the Section worthless 
as a means of effectuating Congress’s inten- 
tion. Problems not susceptible of precise 
proof must be resolved as a reasonable man 
would, always bearing in mind the Congres- 
sional intent to provide relief. 


The question of the extent of proof re- 
quired of taxpayers seeking relief becomes 
particularly acute in connection with the 
problems of allocating abnormal income be- 
tween improved business conditions in the 
taxable year and development in prior years, 
and between manufacturing and selling ac- 
tivity on the one hand and development on 
the other.* The impropriety of imposing un- 


122 Cf. J. K. Lasser and John P. Allison, ‘‘Com- 
mentary Upon Section 721 of the Internal Reve- 
nue Code,’’ in 1 Tax Law Review 157, 190n. 
(Dec. 1945-Jan. 1946). 

13 “*The success or failure of legislation of this 
type depends to a considerable degree upon its 
intelligent and sympathetic administration.” 
House Report No. 146, 77th Congress ist Ses- 
sion, p. 2 (February 24, 1941). 

14@The question of allocation between manu- 
facturing and selling and development has been 
raised by the Bureau in a number of Section 721 
applications. Interestingly enough, the Court 
in the Knight Machinery case made no such 
allocation, although Section 30.721-8 of Regula- 
tions 109 [Section 35.721-7 of Regulations 112] 
upon which the Commissioner relied, provides 
that ‘‘if the taxpayer engages in manufacturing, 
marketing, mining, oil production, or similar 
activities only such portion of the resulting 

[footnote continued page 459] 
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reasonable burdens of proof on the taxpayer 
is one more consideration requiring that 
these allocations shall not be so effected as 
to deprive taxpayers of any of the relief to 
which the statute entitles them. 


It is well settled that mathematical cer- 
tainty is not a prerequisite to the granting 
of relief where the person claiming relief 
shows that he comes within the scope of 
the statute. An administrative or judicial 
officer charged with the duty of passing upon 
claims for relief may not, in determining the 
amount of relief, refuse to select a definite 
figure on the ground that definite evidence is 
lacking and there are no certain indices 
which would throw light on the question. 


Helpful analogies may be found in cases 
involving such problems as questions of 
valuation, of apportionment of the cost of 
corporate stock between preferred and com- 
mon, and of the propriety of the amount of 
expense deductions. In the case of Guggen- 
heim v. Helvering, 117 F. (2d) 469 (CCA-2 
1941) [41-1 ustc { 10,022], we have a par- 
ticularly good treatment of this problem. 
There the Circuit Court of Appeals for the 
Second Circuit reversed the Board of Tax 
\ppeals in a case involving the valuation for 
estate tax purposes of a partnership interest 
because the Board had failed to take into 
account certain factors which operated to 
reduce the value of such interest. The 
Board had acted thus because it found no 
exact formula or fixed rule covering this 
valuation, or more particularly the reducing 
factors. In reversing the Board and requir- 
ing it to make a proper adjustment for the 
factors which operated to reduce the value 
of the partnership interest, the court said 
(page 474): 


“|. In appraising property of this kind, 
whatever courts may say, and however they 
may seek to disguise what they do, it is 
impossible to avoid some measure of specu- 
lation. At times we can indeed fix upper 
and lower limits with some color of assur- 
ance, but it is absurd to assert that any par- 
ticular figure between them has more 
objective justification than another; the very 
action of the Board in selecting $9.40 in the 
case at bar is a good instance. A judicial 





{Footnote 14 continued] 

income as is attributable to exploration, dis- 
covery, prospecting, research, or development 
is within the class of income described in this 
section.’’ All the income obtained by the sale 
of the new machines was treated as resulting 
from development. This is administering Sec- 
tion 721 intelligently and sympathetically as 
intended by Congress and protecting the tax- 
payer’s right to relief from being unnecessarily 
cut down. 


Abnormal Income 


duty which is inherently subject to such 
shortcomings must not stop half way; it is 
no more speculative to appraise the proper 
discounts for the delays, the risks and the 
liabilities involved than to appraise the 
shares themselves. And of all possible ap- 
praisals that alone was sure to be wrong 
which the Board chose; a doctrine so 
enamored of accuracy that it must abdicate is 
the most irrational of all.” (Italics supplied). 


The court points out that this principal 
is applied in other fields of law besides 
valuation cases. 


“... The law is not so helpless; situations 
again and again present themselves where, 
after all shifts are exhausted, rather than 
permit certain injustice, a tribunal will make 
the best reckoning that the facts admit though 
fully conscious of its infirmities. Trials toa 
jury abound in such instances and custom 
has long indurated us to them. The Su- 
preme Court has recently recognized the 
propriety of so proceeding in other con- 
nections. Sheldon v. Metro-Goldwyn Pic- 
tures Corp., 309 U. S. 390, 60 S. Ct. 681, 84 
L. Ed. 825; Palmer v. Connecticut Railway & 
Lighting Co., 61 S. Ct. 379, 85 L. Ed. —. In 
the appraisal of property for taxation courts 
have also escaped from the same dilemma 
by allowing themselves the necessary lati- 
tude. Helvering v. Taylor, 293 U. S. 507, 55 
S. Ct. 287, 79 L. Ed. 623 [35-1 uste J 9044]; 
Cohan v. Commissioner, CCA-2, 39 F. (2d) 
540 [2 ustc J 489]; Conrad & Co. v. Commis- 
sioner, CCA-1, 50 F. (2d) 576 [5 uste J 1644]; 
Davison v. Commissioner, CCA-2, 60 F. (2d) 
50 [1932 CCH ¥ 9409]; B. F. Sturtevant Co. 
v. Commissioner, CCA-1, 75 F. (2d) 316, 323, 
324 [5 ustc 71529]. The Board made no 
allowance for these factors, apparently sup- 
posing that the taxpayer was bound to show 
not only that the deficiency assessed against 
her was wrong, but by how much. The 
cases just cited hold the contrary, and so 
too do Sioux City Stock Yards Co. v. Com- 
missioner, CCA-8, 59 F. (2d) 944 [5 ustc 
1448]; Laird v. Commissioner, CCA-3, 85 
F. (2d) 598, 600, 601 [36-2 ustc ] 9455]; 
and Clements v. Commissioner, CCA-8, 88 F. 
(2d) 791, 793 [37-1 ustc $9192.” (Italics 
supplied). 


See also Safe Deposit & Trust Co. of 
Baltimore, Executor, v. Commissioner, 35 
BTA 259 (1937) [CCH Dec. 9549], aff’d 
95 F. (2d) 806 (CCA-4 1938) [38-1 ustc 
7 9240]; Cantine v. Commissioner, 18 BTA 
1109, 1117 (1930) [CCH Dec. 5818]; 
Couzens v. Commissioner, 11 BTA 1040, 1162, 
1164, 1165 (1928) [CCH Dec. 3931]; Cohan 
v. Commissioner, 39 F. (2d) 540, 543 (CCA-2 
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1930) [2 ustc | 489]; Helvering v. Taylor, 
293 U.S. 507 (1935) [35-1 ustc { 9044]. 


An excellent statement of the responsi- 
bility of the courts in cases where it is im- 
possible to reduce a cause of action to terms 
of mathematical certainty is to be found in 
Randolph Paul, Federal Estate and Gift 
Taxation (1942), Vol. 2, Section 18.04: 


“.. Attempted perfectionism would para- 
lize ‘the function of deciding,’ and a refusal 
to exercise judgment would be an error of law. 


The Twelfth Eastern Spring Confer- 
ence was held April 14-15, 1946, in New 
York City by the Controllers Institute 
of America. “Federal Taxation,” “Social 
Security” and “Price Controls” were the 
subjects discussed at the three general 
sessions. Speakers at the taxation ses- 
sion were Roy Blough, assistant to the 
secretary in the Treasury Department 
and director of Tax Research, who spoke 
on “The Road Ahead in Taxation” (see 
“Washington Tax Talk,” in this issue); 
Thomas N. Tarleau, attorney with Will- 
kie, Owen, Otis, Farr and Gallagher of 
New York, whose topic was “Relief Pro- 
visions of Sections 721-722”; and Mark 
E. Richardson, resident partner of Lybrand, 
Ross Brothers and Montgomery of New 
York, who discussed “Carry-backs and 
Unused Excess Profits Credits.” 


Mr. Richardson in his discussion brought 
out several of the major criticisms of the 
present carry-back and carry-forward 
provisions. His answer to the suggestion 
that many corporations with large excess 
profits credits might “sit tight” and not 
take any business risks or attempt any 
production for a year was: “In a free, 
competitive market, no business could 
possibly afford to just coast for a year, 
hoping for a refund from carry-backs, 
while its competitors aggresively went 
after its market. It is possible—in fact, 
probable—that many concerns are not 
going ahead because of price ceilings; ex- 
tended sales would only mean increased 
losses. The position of such companies 
is, admittedly, made easier by the avail- 
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CONTROLLERS INSTITUTE HOLDS CONFERENCE 


The courts may not shirk their duty of de- 
ciding because it is difficult to get competent 
evidence. Where there are no fields of black 
and white, formalistic mathematical ac- 
curacy would be ‘delusive exactness.’ One 
must not be ‘enamored’ of accuracy, for the 
best possible valuation is nothing better than 
a reasonable approximation reached by the 
via media of compromise and reconciliation 
of many practical and logically conflicting 
pressures and shades of contradiction.” 
(Italics supplied). [The End] 





ability of carry-backs, particularly of the 
unused profits credit. But where this 
condition exists, the fault does not lie in 
the economically sound carry-back pro- 
vision: it rests with the unsound, non- 
businesslike price-control policy. It does 
not seem possible for the theorists to be 
very convincing in any argument that an 
established business would throw away 
both markets and good will, just to coast 
along on a possible carry-back, when 
financially it would be better off making 
money.” 


In surveying the road ahead, Mr. 
Richardson said, “Business is entitled to 
know that Congress will stick by its 
original decision to use the carry-back 
and carry-over provisions as the balance 
wheel in stabilizing the costs of recon- 
version. The unused excess profits carry- 
back from 1946, which was allowed to 
remain in the law when the excess profits 
tax was repealed, effective as of January 
1, 1946, should not be tinkered with. The 
net operating loss carry-back should be 
allowed to remain for 1946 and, similarly, 
should be continued through 1947 if the 
reconversion program is stymied by ma- 
terial shortages, price controls and/or 
wage controversies. When in the opinion 
of Congress, the reconversion period has 
ended and the administration is willing 
to face a fiscal future in which tax poli- 
cies are determined on a balanced budget 
basis, the carry-back provision should be 
repealed and a prolonged carry-over 
period—at least four and preferably five 
years—should be provided.” 
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How and When 


By A. ALLEN SIMON 
Attorney, Philadelphia 


to Deduct Disputed Tax Items 


HE TAX COURT seems 

to be having quite a bit 
of difficulty with recent cases 
involving the question of the 
proper time to accrue dis- 
puted tax items, as evidenced 
by dissenting opinions in sev- 
eral recent cases. The whole 
problem is one that has been 
clarified very little by the 
United States Supreme Court 
Dixie Pine Products Com- 
pany’ and the Security Flour 
Mills Company? decisions. 
These cases did settle the 
issue as to the proper time for accrual of 
taxes unpaid and disputed and later held 
to be invalid, but the broad language in the 
opinions does not always square with lower 
and circuit court rulings in other factual 
situations, for example, the Cooperstown case 
which the Supreme Court, recently, refused 
to review. 


The dissenting judges in the recent Tax 
Court case of Standard Tilton Milling Com- 
pany v. Commissioner; charged that the ma- 
jority of the Tax Court did not properly 
construe the Supreme Court’s opinion in the 
Security Flour Mills Company case. In the 
opinion of the judges who dissented, it was 
unnecessary for the Tax Court to overrule, 
in effect, its 1941 decision in E. B. Elliot v. 
Commissioner, 45 BTA 82 [CCH Dec. 12,075]. 
(In this case the court was divided 9-6.) 


The uncertainty is not confined to the 
judges of the Tax Court. See, for example, 
the recent decision of the Circuit Court of 
Appeals in the Cooperstown case, where the 
court in its first opinion felt itself bound by 
the finding of the Tax Court on the basis 
of the Dobson case, and then later, after the 
decision in Security Flour Mills Company, de- 
cided that it had the right to question the 
legal conclusions reached by the Tax Court, 
and that the question of the proper time for 
the accrual of the tax involved legal as well 
as factual problems. The Court of Claims 
has added to the confusion by its recent 
decision in the Chestnut Securities case. 


. 516 [44-1 ustc J 9127]. 
. 281 [44-1 ustc J 9219]. 


Deduct Disputed Tax Items 


The Dixie Pine Products 

Company and the Security 

Flour Mills Company cases 

were decided on January 3, 

1944, and February 28, 1944, 

respectively. Since that time, 

as previously indicated, there 

have been a number of Tax 

Court, Court of Claims and 

Circuit Court of Appeals de- 

cisions dealing with the prob- 

lem of disputed tax items 

generally. An examination of 

these decisions indicates that 

there is still a great deal of 

confusion in the minds of the judges, and 

that there appears to be a definite lack of 

understanding of, and no promulgation of, 

any uniform rule for the many varying 

factual situations arising out of disputed tax 

items. In their recent decisions, the courts, 

in searching for precedent, often failed to 

appraise properly the fine distinctions, based 

upon varying factual situations, which ap- 
peared in earlier cases. 


The judges of the Tax Court themselves 
seem to lack agreement upon any uniform 
rule in these cases. This situation was also 
pointed out in the dissenting opinion in 
Standard Tilton Milling Company v. Commis- 
sioner. The two dissenting judges “accused” 
the majority of completely “muffing the 
ball” in their interpretation not only of the 
decision of the United States Supreme Court 
in the Security Flour Mills Company case, but 
also the Dixie Pine Products Company case. 


Several of the recent cases seem to be 
diametrically opposed to each other. For 
example, in the opinion of the Circuit Court of 
Appeals for the Third Circuit in the Coopers- 
town* case. The conclusion reached with 
respect to the proper year for accrual of 
the federal capital stock tax paid in 1937 but 
later refunded (taxpayer on a cash basis), 
was that the Commissioner properly disal- 
lowed the deduction of the tax for the year 
1937. The taxpayer claimed the deduction 


33 TC 127, decided June 23, 1944 [CCH Dec. 
13,994]. 

4 Cooperstown Corp. v. Commissioner, 144 F. 
(2d) 693, (CCA-3) [44-2 ustc {] 9453], certiorari 
denied November 13, 1944. 
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should be allowed in 1937 and the refund 
treated as income when received in 1939. 
Compare this decision with the ruling of the 
Tax Court in the Standard Tilton Milling 
Company case. Here A.A.A. taxes were paid 
in 1935 and later refunded in 1940, even 
though the year 1935 was still open. It was 
held that the full deduction for the process- 
ing taxes paid in 1935 should stand, and the 
refund should be treated as income in the 
year received, 1940. It makes it more difficult 
to reconcile these two decisions when we 
consider that in the Cooperstown case the 
taxpayer was on a cash basis and in the 
Standard Tilton case the taxpayer was on an 
accrual basis.® 


I have reached the conclusion that the 
best way to summarize the present rules is 
to catalogue the rulings on the basis of the 
commonly recurring factual situations. Ac- 
cordingly, after a discussion of a few of the 
fundamental rules to which there appears to 
be no dispute, let us approach the problem 
from the standpoint of the more common 
factual situations. 


Allowable Tax Items 


The general rule for determining the proper 
date of accrual or deduction of state fran- 
chise, capital stock and income taxes is 
that, the end of the calendar or fiscal year 
covered by the state tax return is the proper 
date for the accrual of such taxes. For 
example, in the case of the Pennsylvania 
corporate capital stock, franchise and cor- 
porate net income taxes, the proper date of 
accrual is December 31, 1945 (for calendar 
vear companies). These are payable in the 
spring of 1946. Fiscal year companies should 
accrue the tax as of the end of the fiscal 
year covered by the report. In the case of 
a cash basis taxpayer, the year in which the 
payment was made governs deductibility. 


The Internal Revenue Code sections ap- 
plicable to the problem are Sections 23(c), 
43, 128 and 22(b)(12). Section 43 provides 
that “deductions shall be taken for 
the taxable year in which ‘paid or accrued’ 
or ‘paid or incurred,’ dependent upon the 
method of accounting upon the basis of 


5 The only possible basis on which these cases 
can be reconciled is to consider that the tax in 
the Cooperstown case was, in effect, paid under 
protest, since a claim for refund was filed soon 
after the close of the year. It appears that the 
court so considered the facts, but in its con- 
cluding remark that ‘‘No less unwarranted can 
be a deduction for a tax payment for which 
undisputably no HNability existed,’’ the court 
suggests a hind-sight test not generally recog- 
nized. 
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which the net income is computed, unless 
in order to clearly reflect the income the de- 
ductions should be taken as of a 
different period ig 


It is important to keep in mind that where 
there are relatively small overlapping items 
of tax deduction, the Bureau will generally 
not require the reopening of a prior year 
where, as a matter of consistent accounting 
practice, small overlapping items are uni- 
formly treated. On this point see Regula- 
tions 111, Section 29.43-2, which reads in 
part as follows: 


“Tt is recognized, however, that particu- 
larly in a going business of any magnitude 
there are certain overlapping items both of 
income and deduction, and so long as these 
overlapping items do not materially distort 
the income they may be included in the 
year in which the taxpayer, pursuant to a 
consistent policy, takes them into his accounts.” 


Property Taxes 


With respect to property taxes, Bureau 
rulings have been published from time to 
time which indicate the recognized date for 
accrual of such taxes in various states and 
cities. The Bureau generally holds that the 
date of assessment of property taxes con- 
trols. In the recent decision of Magruder 
v. Supplee, the United States Supreme Court 
holds that, where local taxes become a lien 
on January 1, 1936, and there is personal 
liability for such property taxes on that 
date, the tax was accruable in full only 
as of that date; therefore, where the prop- 
erty was sold during the year, the deduction 
for the tax could be taken only by the 
seller, and the buyer had no right to prorate 
the tax during the year and take a deduction 
for the portion of the taxes applicable to the 
period during which he held title to the real 
estate." 


Uncontested Additional Assessments 


On the accrual basis, the rule seems to 
be clearly established, that additional assess- 
ments of capital stock, franchise tax, income, 
property and excise taxes, which merely 
correct an original assessment or represent 


® As to date of accrual of the New York Fran- 
chise Tax see Bureau letter, IT:P:T:2-MMS-3, 
promulgated September 26, 1944, holding that 
liability for New York State Franchise Tax 
accrues on November 1, 1944. See discussion 
with respect to the New York franchise tax in 
“Time for Accrual and Deduction of Taxes,”’’ 
by C. M. Edelmann, TAXES—The Tax Maga- 
zine, February, 1945. 

t For a fuller discussion of the accrual date for 
property taxes, see Edelmann, loc. cit. 


May. 1946 @© TAX ES—The Tax Magazine 








additional tax not shown to be due by the 
taxpayer’s original return, are considered to 
be deductible in the year in which the tax 
originally accrued and in that year only.’ 
Hence, if additional state franchise taxes 
which were originally accrued for the year 
1941 were not finally determined and paid 
until the year 1946, the taxpayer can obtain 
a deduction for the additional assessment 
only if he has kept the year 1941 open by 
the filing of a claim for refund or otherwise. 
If the statute has run, the additional assess- 
ment of such, state taxes cannot be used as 
a deduction in the year actually paid.? Con- 
trary to this rule is the case of Chestnut 
Securities Company v. United States. 


Retroactive Changes in Tax Rates 


It is generally held that where the change 
in the tax rate for a given year results from 
legislation which was finally approved prior 
to the date of the filing of the state tax re- 
turn, the full amount of the tax at the in- 
creased rate will be considered accruable for 
the taxable year covered by the report. On 
the other hand, where the new tax rate is 
fixed by legislation which is finally approved 
after the date when the state tax return is 
to be filed, it is generally held that the amount 
of the additional tax must be taken as a de- 
duction in the year following the year covered 
by the report.” 


Excise Taxes 


Excise taxes which are paid without any 
dispute or litigation poses a relatively simple 
problem. Under Code Section 23(c) (1) (F), 
added by the 1943 federal revenue act, the 
previously allowed deduction for federal ex- 
cise taxes was eliminated, except to the 
extent that such taxes constitute business 
expenses, under Section 23(a). 

The difficulty arises in the case of con- 
tested excise taxes, and this point will be 
discussed later. 


Disputed Tax Liabilities 


Most of the difficulty with respect to the 
proper time to accrue tax deductions occurs 





sInland Products v. Blair, 31 F. (2d) 867 
(CCA-4) [1 uste § 390]; Leach v. Commissioner, 
so F. (2d) 371 (CCA-1 [1931 CCH {f 9416]; 
Bergan v. Commissioner, 80 F. (2d) 89 (CCA-2) 
[35-2 ustc J 9668]. 

2 Oregon Pulp & Paper Company, 47 BTA 772 
[CCH Dec. 12,835]. Chestnut Securities Com- 
pany v. U. 8., Ct. Cls., decided October 1, 1945, 
{45-2 ustc J 9405.] 

10 Van Norman Co. v. Welch, 141 F. (2d) 99 
(CCA-1) [44-1 ustc {| 9231] (I. T. 3672, 1944 CB 
511). 


Deduct Disputed Tax Items 








where disputed taxes are not paid. The 
Dixie Pine Products Company and the Se- 
curity Flour Mills cases have particular ap- 
plication to this problem. 


The rule to be drawn from these Supreme 
Court cases, as I see it, is that, in the case 
of disputed and unpaid tax obligations which 
are later held to be erroneously assessed, it 
is not proper to accrue the tax liability in 
the year or years covered by the tax assess- 
ment; no tax deduction will be allowed for 
federal income tax purposes for such years 
in dispute. It apparently makes no differ- 
ence whether the disputed tax is paid into 
court pending the outcome of the dispute. 


In the two Supreme Court cases referred 
to, the taxpayers contended that it was proper 
to accrue the liability of the disputed taxes 
in the year for which the taxes were asserted 
by the tax collector, and the taxpayer’s posi- 
tion was that the elimination in a later year 
of the tax liability by a court decision hold- 
ing the tax to be invalid, would give rise to 
an item of income to the taxpayer in the 
year of the court decision. 


Note that in those cases it was the tax- 
payer who wanted to accrue the tax for the 
earlier year, and in both cases the Commis- 
sioner ruled against the taxpayer and was 


sustained ultimately by the Tax Court and 
the Supreme Court. 


Note, therefore, that these Supreme Court 
cases are to be catalogued, under their facts 
as involving disputed and unpaid taxes im- 
posed under a law which in one case (Se- 
curity Flour Millk—AAA processing taxes) 
was later held invalid, and in the other case 
(Dixie Pine Products—Mississippi state gaso- 
line tax) was held not to apply to the tax- 
payer. Therefore, whether the taxing statute 
is unconstitutional or illegal as applied to 
the taxpayer, does not seem to be a deter- 
minative factor, as long as the entire tax is 
held to be improperly assessed. 


Where Disputed Tax Obligations Are 
Paid Under Protest—Tax Later 
Held To Be Invalid 


The rule appears to be that where a tax- 
payer on an accrual basis pays a tax under 
protest, or pays without protest and very 
soon thereafter files a refund claim (Coopers- 
town case), and later the tax is held to be 
invalid or improperly assessed against the 
taxpayer, the federal income tax for the 
year in which the disputed tax was accrued 
will be adjusted by eliminating the tax de- 
duction for the accrual of the disputed tax. 
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It has been held that the taxpayer does not 
have the option to treat the recovery of such 
taxes paid under protest as a refund, in the 
year refunded, as long as the earlier year is 
open and the statute of limitations has not 
run. Asa corollary to this rule where the 
statute has tolled on the year for which the 
tax was accrued, the refund will be treated 
by the Commissioner as income in the year 
in which the refund is granted (subject to 
Section 22(b)(12)). 


Taxes Paid, Without Protest, and 
Recovered in a Subsequent Year 


In this type of situation the rule generally 
followed in the Bureau, as I understand it, 
is that where the federal tax year (the year 
of accrual) is not outlawed, a recovery of 
state and local taxes will be related back to 
the year in which the said taxes were orig- 
inally deducted.” 


The Bimberg * case, decided by the Court 
of Appeals for the Second Circuit, indicates 
that the Commissioner may have an option, 
where he learns of the refund before the 
statute has run for the year in which the 
item was accrued, either to reopen or to 
treat the refund as income in the year re- 
ceived. The same court denies a similar 
option to the taxpayer. Where the taxpayer 
elects by his later return to retain his former 
accrual, the Commissioner is entitled to hold 
him to his election, says that court. Where, 
however, the year of accrual is now out- 
lawed by the running of the statute, while 
the refund usually will be treated as income 
in the year received, I understand it will 
not always be treated thus by the Bureau, 
depending upon the “circumstances of each 
case.” It would appear under the decisions 
that the Bureau has the right to treat such 
refunds as income in the vear received where 
the statute has run on the year of accrual.” 


The Tax Court in the Standard Tilton case 
ruled, that even though the year 1935 be 
open, AAA taxes, paid without protest in 
1935, were a proper deduction for 1935 on 
the accrual basis and the Commissioner might 
not relate back the subsequent refund. It 
remains to be seen whether the Tax Court 
will now adopt this rule as to state and local 
taxes. Logically there should be no dis- 


11 See cases cited in note 8. 

12 Ben Bimberg & Company v. Commissioner, 
(CCA-2), March 7, 1942 [42-1 ustc ff 9329]. 

13 Houbigant, Inc. v. Commissioner, 80 F. 
(2a) 1012 (CCA-2); Nash v. Commissioner, 88 
F. (2d) 477 (CCA-7) [37-1 ustc f 9091]; Union 
Trust Company v. Commissioner, 111 F. (2d) 
60 (CCA-7) [40-1 ustc | 9273]. 
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tinction. The Bureau has non-acquiesced 
in this decision, and I doubt whether it is 
decided soundly. 


Disputed Taxes Accrued—Tax 
Later Held To Be Valid 


The case of Chestnut Securities Company vw. 
The United States [45-2 ustc J 9405] involved 
disputed taxes, accrued at the time of pay- 
ment, and paid under protest in a subsequent 
year and later the tax was held valid. In 
this case additional Oklahoma income taxes for 
the years 1936, 1937 and 1938 were not accrued 
until the State of Oklahoma, through its 
Tax Commission, proposed an assessment. 
In the year 1940 the additional taxes were 
paid under protest and suit was immediately 
entered for recovery. The suit was lost in 
the lower court in the year 1940, but appeal 
was taken and the litigation finally ter- 
minated in the year 1942. The taxpayer 
claimed the right to deduct the Oklahoma 
taxes in its federal income tax return for 
the year 1940. The Commissioner took the 
position that the proper year for the deduc- 
tion was 1942, when the litigation over the 
state tax was concluded. Note that in this 
case neither party claimed the right to relate 
the tax payments back to the years 1936, 1937 
and 1938, and it would appear from the facts 
set forth in the opinion that the statute had 
probably run on these years at the time the 
dispute arose over the 1940 federal income 
tax. The Court of Claims sustained the 
position of the taxpayer in that case and 
held the proper year for the Oklahoma tax 
deduction was 1940, when the taxes were 
paid under protest. The conclusion of the 
court is based entirely upon the fact that 
the state tax was paid in the year 1940. Said 
the court: 


“The Government concedes that under Sec- 
tion 23 of the Internal Revenue Code the 
plaintiff would have been entitled to the de- 
ductions claimed, if it had been making its 
returns on a cash basis. But, the Govern- 
ment urges, since the plaintiff’s accounts 
were kept and its tax returns made on the 
accrual basis, it could not take its deduc- 
tion for the taxes and interest paid to the 
State of Oklahoma until the year 1942, when 
its suit for their return was finally decided 
adversely to it. 

“We think the Government is wrong. One 
is not entitled to accrue a debt or other lia- 
bility which is asserted against him but 
which he disputes and litigates, until the 
litigation is concluded. But if a liability is 
asserted against him and he pays it, though 
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under the protest, and though he promptly 
begins litigation to get the money back, the 
status of the liability is that it has been dis- 
charged by payment. It is hardly conceiv- 
able that a liability asserted against him, 
which he has discharged by payment, has 
not yet ‘accrued’ within the meaning of the 
tax laws and the terminology of accounting. 
Accrual, from the debtor’s standpoint, pre- 
cedes payment, and does not survive it.” 


The Court of Claims attempts to distinguish 
the Security Flour Mills case on the ground 
that there was no real payment of the process- 
ing taxes in the Security case, but merely a 
deposit of the disputed taxes in court as a 
condition to the granting of an injunction. 
In the Chestnut Securities case the court 
points out that the tax was actually paid, 
although admittedly under protest. The 
Court of Claims would apparently give the 
same treatment to a state tax paid under 
protest as it would give to a state tax paid 
without qualifications as long as the tax is 
ultimately held to be valid. 


Although no appeal was taken by the Com- 
missioner in the Chestnut Securities Company 
case (perhaps because the tax involved only 
about $1,000), it is hardly likely that the 
Commissioner will acquiesce in this decision. 


I find it hard to reconcile the Chestnut Se- 
curittes case on the basis of either legal prece- 
dent or logic. The general rule is that the 
right to accrue an item of taxes, expense or 
loss, depends upon the fact that it is a fixed 
and uncontested obligation to pay and as 
long as the liability to pay is contested, the 
item must be considered as uncertain or con- 
tingent and non-accruable at that point.” 
However, I have been unable to find any 
case where the right to a deduction for taxes 
was denied where the tax was actually paid 
when it was due, even though payment was 
made under protest, as long as the tax is 
ultimately held to be valid. This specific 
point does not seem to have been litigated, 
probably because it appears to be Bureau 
policy to allow the deduction for a tax which 
was paid when due where it is subsequently 
determined that the tax was properly paid, 
even though at the time payment was made 
a protest was filed and the question of lia- 
bility was subsequently litigated. Appar- 
ently the only time the Commissioner objects 
to a deduction for a contested tax is when 
payment of the tax is withheld pending the 
outcome of the dispute and later the tax is 
held to be invalid. Despite this Bureau policy, 





14 Lucas v. American Code Company, Inc., 280 
U. S. 445 [2 ustc J 483]. 
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it might be difficult as a matter of logic to 
allow the deduction of the disputed tax merely 
because it is paid under protest, whereas 
deduction would be denied if the tax were 
merely accrued and protested, but payment 
withheld. In my opinion Section 43 of the 
Internal Revenue Code does not require that 
this distinction be made, since the use of 
the words “paid” or “accrued” in that sec- 
tion are qualified by the words “dependent 
upon the method of accounting upon the 
basis of which the net income is computed.” 
In other words, the fact of payment would 
seem to be important logically only in the 
case of a cash basis taxpayer. Nor does the 
circumstance of payment of a disputed tax 
call for such treatment, in my judgment, on 
the basis of the additional language in Sec- 
tion 43, which reads “unless in order to 
clearly reflect the income, the deductions or 
credits should be taken as of a different 
period.” This observation is partly con- 
firmed by the discussion of this phrase in 
Section 43 by the United States Supreme 
Court in the Security Flour Mills Company 
case, where the court said that “the pur- 
pose of inserting the qualifying clause was 
to take care of fixed liabilities payable in 
fixed installments over a series of years.” 
The Supreme Court then went on to give 
an example of a tenant who paid rental under 


a lease in a single year covering a term of 
years. 


However, it is true that in the Security 
Flour Mills Company case the right to accrue 
the processing tax for the year 1935 was 
denied because there was not only a denial 
of liability, but also a fatlure to pay. The 
court does not clearly indicate whether the 
fact of non-payment in the year 1935 is deci- 
sive. The indication, however, is that the 
emphasis is on the denial of liability for the 
tax rather than on the circumstance of non- 
payment. My conclusion, therefore, is that 
the Security Flour Mills Company case does 
not settle the question as to whether the 
fact of payment of a disputed tax gives rise 
to a right of accrual where the tax is dis- 
puted. We are left merely with what ap- 
pears to be the Bureau policy of treating 
such payment as sufficient ground for a de- 
duction, where payment is made, on the 
accrual basis, at or about the due date of 
the accrued tax, and the taxpayer seeks a 
deduction for the year covered by the ac- 
crued tax. This Bureau policy does not 
extend, as far as I know, to the point where 
accrual would be permitted in 1940 for a tax 
imposed by a state for the years 1936, 1937 
and 1938. (See Chestnut Securities case.) 
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The Chestnut Securities case is to be com- 
pared with the Gillespie * case, recently de- 
cided by the Tax Court and involving a 
somewhat similar factual situation. In the 
Gillespie case the same Oklahoma income 
tax was involved for the years 1937 and 
1939. A portion but not the full amount of 
the tax was accrued by the taxpayer in those 
years, but when the state made a claim in 
1942, additional taxes for the respective years 
1937 and 1939 were paid after a contest. The 
years 1937 and 1939 were still open for fed- 
eral income tax purposes and the taxpayer 
claimed the right to a deduction for the 
years 1937 and 1939 as against the Commis- 
sioner’s position that the tax was not de- 
ductible until the year paid, 1942. The Tax 
Court decided for the taxpayer. Note that 
in this case the years for which the state 
taxes were payable (1937 and 1939) were 
still open, whereas in the Chestnut Securities 
case the earlier years were outlawed and 
the only dispute between the taxpayer and 
the Commissioner in the Chestnut case was 
whether the tax should be deducted in the 
year paid under protest or in a later year 
when litigation was terminated. Note in 
the Gillespie case that when the taxes were 
paid the dispute was over and the Tax Court 
held that the federal tax years being open the 
tax as finally determined could be assessed 
for 1937 and 1939. But in the Chestnut case 
the dispute was still pending when the tax 
was paid in 1940 and was not terminated 
until 1942. The early years (1936, 1937 and 
1938) were outlawed, apparently, when 1940 
was examined; and the Court of Claims ruled 
that the tax deduction could be taken in 
1940 rather than 1942. 


In the Gillespie case the position taken by 
the court was that where the denial of lia- 
bility for the tax relates only to the amount 
of the tax rather than to its validity, the 
taxpayer is entitled to go back and accrue 
the finally determined amount of tax in the 
early years (where still open) even though 
the payment of the additional tax did not 
take place until several years later. In the 
later case of Burton-Sutton Oil Company, 
Inc.,% where additional corporate franchise 
taxes for the years 1937 and 1938 were im- 
posed by the State of Louisiana in 1940 and 
paid in that year without protest, the tax- 
payer was permitted to correct the amount 
of the accrual for the years 1937 and 1938. 
One issue in the Gillespie case is similar to 
the Burton-Sutton Oil Company case. But 


% TC memorandum opinion, decided October 
13, 1944 [CCH Dec. 14,185(M)]. 
1% 3 TC 1187 [CCH Dec. 14,064]. 
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another phase of the Gillespie case dealt with 
license fees for the years 1937 and 1939 
which were contested before the State Tax 
Commission. The taxpayer lost before the 
Commission and then in 1942 paid the tax 
without further litigation other than a stipu- 
lated judgment in court. On both issues 
the court ruled in the Gillespie case that the 
accrual for the years 1937 and 1939 could be 
corrected. Despite apparent factual differ- 
ences between the two cases, I reach the 
conclusion that the Gillespie case and the 
Burton-Sutton Oil Company case are con- 
sistent and reconcilable. The rule to be 
glearied from these two cases is that as long 
as the year during which the state taxes 
were chargeable was still open for federal 
income tax purposes, a later additional as- 
sessment of tax paid either without or after 
a contest may be allocated back to the earlier 
years and the tax accrual adjusted for these 
earlier years. It makes no difference whether 
or not the additional assessment of tax sub- 
sequently paid has been contested by the 
taxpayer, as long as the contest is over and 
the additional taxes are paid at the time the 
question comes up as to the proper year for 
accrual of the additional tax liability. If, at 
the time of the Commissioner’s review of the 
federal tax liability, the state tax additional 
assessment is still in dispute, no accrual will 
be allowed for the additional state taxes as- 
serted against the taxpayer (Burton-Sutton 
Oil Company—Issue No. 3). If the dispute 
on the state taxes has been settled and addi- 
tional tax paid, whether previously disputed 
or not, correction of the earlier tax accrual 
will be permitted as long as the earlier years 
are still open for federal tax purposes (Bur- 
ton-Sutton Oil Company—Issue No. 2, and 
the Gillespie case). 


The following is my summary of the law 
and rulings on the subject discussed: 


(1) Where a taxpayer is on a cash basis 
the general rule is that deduction will be 
allowed in the year of actual payment. 


(2) Where a taxpayer is on an accrual basis, 
deduction for taxes will be permitted for 
the amount actually accrued or accruable 
subject to adjustment or correction for any 
subsequent changes in the tax liability. Sub- 
sequent changes are to be related back as 
long as the tax year is open for federal in- 


come tax purposes. If subsequent changes 
cannot be related back because the statute 
has run, then the Bureau usually holds no 
deduction will be allowed if the subsequent 
change results in additional tax, but if the 
subsequent change results in a refund, the 
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Bureau will usually treat the refund as in- 
come in the year actually granted (subject 
to Internal Revenue Code Section 22(b)(12)). 


However, where a proposed additional as- 
sessment of state taxes was outlawed for 
years at the time the Commissioner re- 
viewed the federal income tax, the Court of 
Claims allowed a deduction for the addi- 
tional assessment in the year actually paid, 
even though paid under protest and even 
though final determination of liability did 
not occur until several years later (Chestnut 
Securities case). 


(3) No additional accrual will be allowed 
where a proposed additional assessment of 
taxes is in dispute and has not yet been paid. 


(4) The rule that where the earlier years 
are open, a refund of taxes is to be allocated 
back to the year to which the tax applies, is 
applied generally to various state and local 
taxes. There appears to be a distinction in 
treatment between such state taxes and fed- 
eral excise taxes. As to the latter, the rule 
seems to be that where the excise taxes 
were paid and accrued in the early years, 
a subsequent refund is not to be allocated 
back, but is to be treated as income in the 
year of the refund (Standard Tilton case). 


This apparent difference in the treatment 
between state and local taxes and excise 
taxes seems to result from a misconstruction 
of the decision in the Security Flour Mills 


17 Section 128 Internal Revenue Code reads as 
follows: 

‘Income (excluding interest) attributable to 
the recovery during the taxable year of a tax 
imposed by the United States which has been 
held unconstitutional, and in respect of which 
a deduction was allowed in a prior taxable year 
may be excluded from gross income for the 
taxable year, and the deduction allowed in re- 
spect thereof in such prior taxable year treated 
as not having been allowable, if— 


case, and probably from the inferences to be 
drawn from Section 128 of the Internal Reve- 
nue Code, which deals with the recovery of 
unconstitutional federal taxes.” 


(5) Where a tax is to be contested and 
it is desired to insure the deductibility of 
the tax item in the event that the taxpayer 
loses his contest, it would appear to be ad- 
visable to pay the disputed tax (if necessary 
under protest). A failure to pay may pos- 
sibly result in the complete loss of the de- 
duction where the statute has run on the 
federal tax return prior to the termination 
of the dispute. (On the basis of the Standard 
Tilton case it may even be possible to retain 
a larger tax accrual than the amount of the 
tax ultimately determined to be due, even 
though the earlier year is still open. But 
note that in such case the Commissioner can 
at least treat the reduction in taxes as in- 
come in the later year when the dispute is 
settled. Caution: the Commissioner non- 
acquiesced in the Standard Tilton case and 
the soundness of this decision is questionable.) 


(6) Where the changes in state tax de- 
ductions are small and additional assess- 
ments of state taxes are, as a matter of 
accounting practice, consistently deducted in 
a year subsequent to the original accrual and 
refunds are similarly treated, the Bureau 
may not as a matter of practice insist on the 
revision of the original accrual (Regulations 
111, Section 29.43-2). [The End] 


‘‘(a) The taxpayer elects in writing (at such 
time and in such manner as may be prescribed 
by regulations prescribed by the Commissioner 
with the approval of the Secretary) to treat such 
deduction as not having been allowable for such 
prior taxable year, and 

“(b) The taxpayer consents in writing to 
the assessment, within such period as may be 
agreed upon, of any deficiencies resulting from 
such treatment, even though the statutory period 
for the assessment of any such deficiency had 
expired prior to the filing of such consent.’’ 


APPOINT NEW TREASURY ASSISTANT 


Edward H. Foley has been chosen to be Assistant Secretary of the Treasury. 
He replaces Herbert E. Gaston, who resigned. 

Forty-year-old Foley has been connected with the government since 1932 
when he joined the legal staff of the RFC. He is a native New Yorker having 
been born in Onondaga County. His law degree came from Fordham College 
in 1929. In 1933, he became assistant general counsel of the Federal Emergency 


Administration of Public Works. 


Later he became general counsel. 


In 1937, Foley was made assistant general counsel of the Treasury and on 
May 8, 1939, he was appointed general counsel of the Treasury. He entered the 
army as a lieutenant colonel in August, 1942, and was the general counsel to the 
Quartermaster General. Promotion to full colonel came the following summer. 
He went overseas as the chief financial representative of the Allied Control Com- 
mission in Italy. At the end of the war his duties were in the Office of Contract 


Termination as general counsel. 
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A Tax Saving Suggestion 
On Your Next Automobile 


By CURT GRUNEBERG 


LMOST EVERYONE who is now using 

a car for business purposes is anxious 

for a new car in the near future. Such a pur- 

chase of a new car normally will be effected 

by trading in the old one and using the 

trade-in allowance to apply to the actual 
purchase payments. 

However, hardly anyone is aware of the 
fact that two separate transactions, namely, 
the sale of the old automobile and the pur- 
chase of the new car, for cash only, will 
result in substantial tax savings compared 
to the tax effect of the exchange of an old 
car for a new one. If, for instance, an old 
car, which almost always will be completely 
depreciated, may be sold for $1,200 and a 
new one may be bought at $2,400, the trans- 
actions in the two afore-mentioned cases 
would have the following tax results: 


Old car 


Case 1: Trade-in 


The old car is used as trade-in. Accord- 
ing to Section 112 I. R. C. and Regulation 
111, Section 29.112(b)(1)-1, “No gain is 
recognized if a taxpayer exchanges property 
held for productive use in his trade or busi- 
ness, together with cash, for other property 
of like kind for the same use, such as... 
a passenger automobile for a new passenger 
automobile to be used for a like purpose.” 

Therefore, the trade-in allowance of 
$1,200 for a completely depreciated car does 
not result in a taxable gain. 

On the other hand, the trade-in allowance 
affects the cost basis of the new car, and 
thereby the future depreciation of the new 
ear (I. T. 2615, C. B., June, 1932, page 112). 


depreciated cost as at date of exchange af ne 0 


trade-in allowance .. 


excess of trade-in allowance over depreciated cost 


New car 
purchase price 


less: excess of trade-in allowance over depreciated cost of old car 


(see above) . 


adjusted cost basis for depreciation of new car 


-.. $1,200 
1,200 
2,400 
1,200 


$1,200 


Assuming the life of the new car to be four years, the taxable result of the exchange 
would be: 


1. no taxable gain on trade-in allowance 


2. allowable depreciation expenses on adjusted cost basis of the new car 


for the next fours vears four times $300 


Case 2: Cash Transactions 


The old car is sold and a new car is 
bought; both sale and purchase are cash 
transactions. 


The old car, used for business purposes, 
is not a “capital asset” (Sections 117(a) (1) 
I. R. C.), but the profit from the sale of such 
a car held for more than six months is to be 
considered as a long-term capital gain (Sec- 
tion 117(j) I. R. C.). Therefore, the tax on 
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$1,200 


the profit of $1,200 is limited to twenty-five 
per cent of $1,200, or $300. In this case, how- 
ever, the taxpayer pays the entire purchase 
price for the new car in cash. Therefore, 
he is entitled to deduct as depreciation ex- 
penses the amount of $2,400 during the fol- 
lowing four years. 

Assuming that the taxpayer (an _ indi- 
vidual) is in the sixty per cent income tax 
bracket, the taxable result in these two cases 
would be: 
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Case 1 (exchange): 


decrease of federal income taxes for each of the following four years: 


sixty per cent of $300 for each year or for four years: 


RS 


Case 2 (two separate cash transactions): 


transaction 1: 
$1,200 


four times 


sale of old car results in a tax of twenty-five per cent of 


transaction 2: depreciation of $2, 400 for four years results in decrease 
of federal income taxes by sixty per cent of $2,400 


final result in case 2: decrease by . 


whereas the decrease in case 1 is. no more thas era M cps 5 7 eel A aM te 


tax saving in case 2 compared to casel ............. 


The reasoning behind these tax computa- 
tions is rather simple. In case 2, the tax- 
payer is subject to a long-term capital gain 
resulting in a twenty-five per cent tax on 
$1,200, whereas the cost basis of his new car 
is increased by the same amount of $1,200. 


twenty-five per cent of $1,200 


The increased cost basis entitles him to de- 
duct the amount of $1,200 as depreciation 
expenses, in addition to the depreciation 
expenses of case 1. Asa result, the tax im- 
posed on him is 


whereas his deductible expenses are in the sixty percent bracket, i. e., sixty 


percent of $1,200 


Thus, the tax advantage of case 2 to case 1 is 


In other words, the taxpayer buys the 
right to deduct $1,200 depreciation expenses 
by paying the long-term capital gain tax on 
the amount of $1,200. Therefore, the tax 
saving is expressed in a formula—highest 
tax bracket of the taxpayer applied to the 
profit from the sale of the old car—less 
twenty-five per cent of the afore-mentioned 
profit, or— according to our assumption— 
(60% — 25%) = 35% of $1,200 or... .$420 

Because in almost every case the highest 
bracket of the taxpayer will be higher than 
twenty-five per cent, it will be advantageous 


to buy a new car by two separate trans- 
actions. 

It is true that the sales price of an old car 
may not be as high as the trade-in allow- 
ance. However, the difference between cash 
price and trade-in allowance—nearly always 
—will be considerably smaller than the tax 
saving. 

Similar considerations are valid, as, of 
course, for trucks and other vehicles, and 
for agricultural machines; also for other 
equipment expected to be replaced by ex- 
change. [The End] 


TAX REFUNDS OF UNITED STATES RISE ABOVE BILLION 


Tax refunds, credits and interest totaling $1,024,475,009 were allowed in the 
fiscal year ended June 30. The previous year’s total was $171,264,083. The in- 
crease was attributed principally to refunds made to individuals whose income 
tax prepayments exceeded their liability. The results of 406,956 investigations of 
tax returns brought the government $553,135,058. Of this $300,026,906 applied to 
income tax returns and $253,108,152 to excess profits returns. 
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A tax lawyer questions the legality of— 


Interest Assessments 


On Foreign Tax Credit Adjustments 


By JOHN 






N INCREASING NUMBER of instances 
indicate a current practice on the part 
of the Bureau to assess and collect interest 
on additional payments of tax arising from 
adjustments of foreign tax credits under 
Section 131(c) of the Internal Revenue 
Code.t. The assessment of such interest is 
unauthorized by law and defeats the purpose 
of the act. There should be little doubt 
that the courts, when called upon to do so, 
will hold these assessments of interest to 
be contrary to law. 


Income Tax Credit 


Under Section 131(a) of the Internal Rev- 
enue Code, a taxpayer may credit against 
his United States income tax, subject to 
the limitations prescribed in Section 131(b), 
the amount of similar taxes paid or accrued 
during the taxable year to foreign govern- 
ments. The purpose of this provision is to 
prevent double taxation of the same income.’ 

If the amount of the foreign tax, when 
paid, differs from the accrued amount for 





1 This seems to be a new practice inaugurated 
with the Bureau’s audit of 1942 and 1943 returns. 

2 The provision for this credit was originally 
enacted in Sections 222 and 238 of the Revenue 
Act, 1918. Prior to that act, the taxpayer was 
allowed only a deduction from gross income 
for taxes paid to foreign governments. See 
Mertens on the Law of Federal Income Tazxa- 
tion, Vol. 5, page 543, where it is stated: “‘A 
long step was originally taken in 1918 to miti- 
gate the burden of double taxation, by convert- 
ing into a credit against tax the previous allow- 





L. GRANT 


which credit was taken, or if the taxpayer 
receives a refund of the foreign tax pay- 
ment for which he took credit, there must 
be an adjustment of the credit. Upon such 
adjustment, an additional payment to the 
United States may become due. Provision 
for adjustment of the foreign tax credit, 
and for the assessment and collection of 
any additional payment which may there- 
upon be required, is made in Section 131(c). 
With reference to this section, the Chief 
Counsel for the Bureau has ruled:* 


“When a refund of foreign taxes is made, 
Congress expressly directs the Commissioner 
to make a redetermination of tax liability 
for the year affected and requires that the 
amount found due shall be paid by the tax- 
payer upon notice and demand. 


* * * * * * 


“When the amount for which he took 
credit and which he paid to a foreign country 
is returned to him (it may be long after 
such payment), that amount rightfully be- 
longs to the United States. It represents 
the tax which he reported due to the United 





ance of a deduction against income.’’ See also 
Gentch v, Goodyear Tire and Rubber Company 
(CCA-6, December 3, 1945 [45-2 ustc {| 9460]) 
where the court said: ‘‘The amendment of § 131 
by § 158 of the Revenue Act of 1942, previously 
referred to, is but additional indication of the 
importance which the Congress attaches to the 
allowance of a credit for foreign taxes paid in 
its effort to avoid double taxation and to en- 
courage foreign trade.’’ 

3G. C. M. 18801, C. B. 1937-2, p. 302 at p. 304. 




















JOHN L. GRANT, a member of the New York and federal 
bars, was graduated from the United States Military Academy at 
West Point in June 1918. Later he was Assistant-to-the-Dean and 
Secretary of the Faculty of the School of Law, Columbia Uni- 
versity, where he had obtained his LL.B degree. A contributor to 
the annual supplements of Paul and Mertens on the Law of Federal 
Income Taxation, he also contributed to the 1942 edition of Mer- 
tens on the Law of Federal Income Taxation. For the past ten 
years he has been tax counsel of The Equitable Life Assurance 
Society of the United States. 
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States but did not pay to the United States. 
Such payment was in effect suspended. 
Clearly, no statute of limitations could with- 
in reason be held to be running during such 
suspension. The amount refunded should 
immediately be turned over to the collector, 
for it constitutes a withheld tax now in 
possession of the taxpayer for payment. 
Its payment takes nothing from the taxpayer.” 
(The Chief Counsel’s Italics.) 


Taxpayer Acts as Conduit 


In other words, the taxpayer acts as a 
mere conduit in receiving the foreign tax 
refund and paying it over to the United 
States pursuant to Section 131(c) of the 
Internal Revenue Code. 


This is all part of the special provision 
enacted in Section 131 to avoid a double 
tax on the same income. The taxpayer is 
given a credit against his United States 
income tax for the tax paid on that income 
to a foreign government. Upon payment 
of the United States income tax, less the 
amount of the credit, no further payment 
to the United States on that year’s income 
tax will have to be made unless or until 
the taxpayer subsequently receives from the 
foreign government a refund which reduces 
the net foreign tax paid to an amount less 
than the credit received. Any such foreign 
tax refund must be paid over to the United 
States in its entirety if the credit was for 
the full amount of the foreign tax paid; 
otherwise to the extent that the net foreign 
tax paid is less than the credit received. 


It is true that under a proper administra- 
tion of the provisions of Section 131 the 
taxpayer’s receipt of a foreign tax refund 
and his paying over this refund to the 
United States “takes nothing from the tax- 
payer.* But this is not true if interest 
upon additional payments arising from re- 
determinations under Section 131(c) is to 
be assessed against the taxpayer for a period 
prior to the date of assessment. On the 
contrary, the assessment of such interest 
heavily penalizes the taxpayer for applying 
for and accepting a foreign tax refund when 
substantially all of that refund must be 
turned over to the United States. 

The taxpayer receives no interest on a 
foreign tax refund.’ There is neither reason 
nor justice in subjecting the taxpayer to 
a payment of six per cent interest on the 





4 As the Chief Counsel for the Bureau states: 
G. C. M. 18801, C. B. 1937-2, p. 302 at p. 304, 
supra. 

5 Not even Canada or Great Britain has 
adopted the fair American system of paying 
interest on tax refunds. 
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amount of the refund for the several years 
which usually elapse between the taxpayer’s 
payment of the foreign tax and his receipt 
of the refund, a period of time during which 
the foreign government and not the taxpayer 
had the use of the money. 


It must be obvious that the assessment 
of such interest will defeat the purpose of 
Section 131(c). What taxpayer will subject 
himself to such a penalty by applying now 
for a foreign tax refund substantially all 
of which must be paid over to the United 
States, or by accepting such a refund? 


The act makes no distinction between 
additional payments which arise under Sec- 
tion 131(c) because of foreign tax refunds 
and those which arise under this section be- 
cause the original credit was based upon 
an amount of accrued taxes which exceeds 
the amount of foreign tax eventually paid. 
In the latter case, where the taxpayer has 
had the full use of all the funds involved, 
there would be no lack of equity in requir- 
ing him to pay interest on the additional 
payment. It is clear from the provisions 
of Section 131(c), however, that Congress 
has not seen fit to distinguish these cases, 
and did not intend to authorize the assess- 
ment of interest in either case. 


Although the provisions of Section 131(c) 
have appeared verbatim as a part of every 
income tax law in force for the past twenty- 
seven years,’ there is neither ruling, regu- 
lation nor decision dealing with the validity 
of such assessments of interest. This is a 
clear indication that it was not the general 
practice of the Bureau, prior to its recent 
audit of 1942 returns, to assess such interest. 


Current Practice Unauthorized 


The Bureau’s current practice, recently 
inaugurated, of assessing this interest on addi- 
tional tax payments under Section 131(c) 
not only defeats the purpose of that section 
but is wholly unauthorized by law. The as- 
sessment of interest upon income taxes not 
paid when due is authorized only “from the 
date prescribed for the payment of the tax.” 
(I. R. C. Sections 292 and 294.) 


Of course, the full amount of the income 
tax against which a credit for foreign taxes 
was taken became due on March 15 follow- 
ing the close of the taxable year; or if the 
return was for a fiscal year, on the fifteenth 
day of the third month following the close 





® Section 131(c) of the Internal Revenue Code 
and of the Revenue Acts of 1938, 1936, 1934, 1932 
and 1928; Section 222(b) and 238(b) of the 
Revenue Acts of 1926, 1924 and 1921; Sections 
222(b) and 238(a) of the Revenue Act of 1918. 
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ot the taxable year. (I. R. C. Section 56(a).) 
But the foreign tax credit taken under Sec- 
tion 131 constitutes a part of the payment 
made on that prescribed date. An additional 
payment arising under Section 13l(c) does 
not become due until the foreign tax credit 
is first adjusted in accordance with provisions 
of that section which provides as follows: 

“(c) Adjustments on Payment of Accrued 
Taxes.—If{ accrued taxes when paid differ 
from the amounts claimed as credits by the 


taxpayer, or if any tax paid is refunded in ° 


whole or in part, the taxpayer shall notify 
the Commissioner, who shall redetermine 
the amount of the tax for the year or years 
affected, and the amount of tax due upon 
such redetermination, if any, shall be paid 
by the taxpayer upon notice and demand by 
the collector.” 


It is clear from these express provisions 
that the date prescribed for an additional 
payment arising under this section is the 
day on which the taxpayer receives “notice 
and demand by the collector” for this ad- 
ditional payment. 


An additional payment arising under Sec- 
tion 131(c) does not come within the statu- 
tory definition of a “deficiency” (JT. R. C. 
Section 271(a).7 Nor do any of the general 
provisions of the Code relating to exten- 
sions of time for payment of taxes appear 
to be applicable to such an additional pay- 
ment. As the Chief Counsel for the Bureau 
states: * 


“Section 131, supra, is complete in itself 
with respect to credits on account of foreign 
taxes, the accrual thereof, and adjustments 


by virtue of payments and refunds of such 
taxes. It is a special provision ‘Supplement 
C-Credits Against Tax’, and, therefore, 
under well settled rules of statutory con- 
struction will prevail over a general provision” 


As the Tax Court held in Pacific Metals 
Corporation (1943), 1 TC 1028 at page 1030 
[CCH Dec. 13,147], where the taxpayer 
pleaded the statute of limitations as a bar 
to the collection of an additional payment 
under Section 131(c): 


“Section 131(c) is a specal provision and 
its terms are clear. It operates to postpone 
the time for the payment of the net balance 
of the domestic income tax for a particular 
year until the collector has made demand 
upon the taxpayer for payment of the bal- 
ance of the domestic tax due after the tax- 
payer has ascertained the correct amount 
of the foreign tax and has notified the Com- 
missioner of the correct amount—it should 
be regarded as a supplement to the statutory 
provisions relating to the time for paying 
the tax.” 


Accordingly, it would seem that the 
Bureau’s new practice of assessing interest 
on additional payments arising under Sec- 
tion 13l(c) from the date of the original 
returns to the date of assessment, is wholl\ 
unauthorized and invalid; the date prescribed 
for making this additional payment being 
the day on which the taxpayer receives the 
collector’s notice and demand, and the 
assessment of interest being authorized only 
“from the date prescribed for the payment 
of the tax.” (I. R. C. Sections 292 and 294.) 

[The End] 








. This appears to have been overlooked by the 


Commissioner in one case where, in collecting 
on additional tax under Section 131(c), he fol- 
lowed the procedure prescribed by Section 272 
for deficiency assessments. Pacific Metals Cor- 
poration, 1 TC 1028 [CCH Dec. 13,147], 

8G. C. M. 18801, C. B. 1937-2, p. 302 at p. 304. 
This opinion was rendered with reference to the 


taxpayer’s contention that an assessment under 
this section was barred by the statute of limita- 
tions, but its rationale can be applied with 
equal force and validity to show that there is 
no authority in the law for assessing interest 
on an additional payment arising under this 
section. 


SAN FRANCISCO, CALIFORNIA 


The liberalization of California’s old-age assistance program in the 1944 
fiscal year was responsible for a considerable increase in San Francisco’s general 


revenue and also had a noticeable effect on the city’s general expenditure. 


By 


legislative enactment, effective on July 1, 1943, the state raised the maximum 
monthly old-age assistance grant and increased the proportion of such grants 


paid by the state. 


Instead of paying, through aid to the counties, one-half of 


the state and local portion, as formerly, the state, beginning with the 1944 fiscal 
year, paid five-sixths. Since San Francisco, as a consolidated city-county govern- 
ment participates in state-county welfare programs, this change of policy caused 
a sharp rise in the amount of state aid received by the city. Bureau of the Census, 


City Finances: 1944, March, 1946. 
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THE PROPERTY FACTOR 


in 


State Income Tax Allocation 


By EDWARD ROESKEN 


To what extent have states indicated that foreign corporations are to use real and 
tangible personal property in income tax allocation? 


N TWENTY-SEVEN of the thirty-two 
states which impose net income taxes 
upon foreign corporations, the real estate 
and tangible personal property owned with- 
in the taxing state during the income year 


play an important part in the calculation of 
the tax. 


In these twenty-seven states, the value of 
such property owned within the taxing juris- 
diction is used in one of two ways: 


1. There is one group of states in which 
such property is employed as the numerator 
of one of three allocation fractions used in 
determining the net income taxable by the 
state. There the denominator of this frac- 
tion is the value of the property owned 
everywhere. This first group of states con- 
sists of those which make use of the so- 
called “Massachusetts formula” in allocating 
net income.. 


2. In the second group of states, the value 
of the property owned within the taxing 
state is added to the amount of business 
done there during the income year. This 
total becomes the numerator of a single allo- 
cation fraction used to ascertain the propor- 
tion of net income taxable by the state, the 
denominator being the sum of the value of 
the property owned everywhere, plus the 
amount of business done everywhere. 


It will be appreciated that the value of 
such real and tangible personal property 
within the taxing jurisdiction has thus a 
decided bearing upon the size of the tax 
payable, since variations in the values of the 
property owned, used in the numerator of 
an allocation fraction, tend to produce cor- 
responding changes in the tax base. 


Che “Massachusetts Formula” States 


The first group of states mentioned— 
those in which the value of the property 


The Property Factor 


owned in the taxing jurisdiction is used as 
the numerator of one of three allocation frac- 
tions—embraces those states which have 
adopted the “Massachusetts formula,” either 
in its entirety or with some slight modifica- 
tion, in connection with the apportionment 
of their corporate net income taxes. 


This formula makes use of three factors 
in allocation: (1) tangible property, both 
real and personal; (2) payroll’; and (3) sales 
or gross receipts.” In each instance, the 
state total is compared with the respective 
total within and without the state. Ordi- 
narily, the percentages so obtained are added 
together and divided by three, resulting in 
a single allocation percentage, which is ap- 
plied to the base of the tax. It is against 
the amount so secured that the tax rate is 
applied. It is, of course, only with the first 
factor—the relation of property within the 
taxing state to property everywhere—that 
we are primarily concerned in this discussion. 


The ‘Massachusetts formula” takes its 
name from its early application to the 
Massachusetts corporation excise tax, levied 
in part on the “net income” and in part on 
the so-called “corporate excess,” the latter 
an amount equal to the value of the capital 
stock less the value of certain items of the 
corporation’s assets. It has since been 
adopted by sixteen states in connection with 
the allocation of their corporation net in- 
come taxes, either in toto or with some 
modifications, 


The states which use this formula in allo- 
cating taxable net income to the state are 
Arizona, California, Connecticut (income 


1“Cost of manufacturing’’ is substituted 
several states for the ‘‘payroll’’ factor. 


2 For a discussion of the ‘‘sales’’ factor in 
State income tax allocation, see ‘‘Watch Sales 
Factors!’’ in the May, 1945, issue of TAXES— 
The Tax Magazine, page 434. 
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derived from the manufacture, sale or use 
of tangible personal or real property), 
Georgia (income derived principally from 
the manufacture or sale of tangible personal 
property), Idaho, Kansas, Louisiana, Massa- 
chusetts, Minnesota (income from business 
of manufacture and sale of personal prop- 
erty), Montana, New York (business in- 
come), Oklahoma, Oregon, Pennsylvania, 
Tennessee (income from manufacturing, 
collecting, assembling or processing of 
goods), Utah and Wisconsin. 


Thus, in California, Idaho, Louisiana, 
Massachusetts, Montana, New York, Ore- 
gon, Pennsylvania and Utah, the three fac- 
tors of property, payroll and sales have a 
general application to all types of compa- 
nies. In Connecticut, Georgia; and Minne- 
sota, this method of allocation is limited 
primarily to companies engaged in the busi- 
ness of manufacturing and selling personal 
property. 


In Arizona, Kansas, Tennessee and Wis- 
consin, the formula is modified by the sub- 
stitution of the “cost of manufacturing” for 
the “payroll” factor, while in Oklahoma the 
“payroll” factor is replaced by “expenditures 
for direct costs of operation.” In Tennessee 
the use of the formula, as modified, is spe- 
cifically limited to companies engaged in the 
manufacturing, collecting, assembling or 
processing of goods. 


Valuation of Property 


Five states specifically provide in their 
form of return for the showing of the items 
of property to be allocated at a valuation 
“less reserves for depreciation.” These are 
Arizona, California, Minnesota, Oregon 
and Wisconsin. 


Georgia provides by regulation * that “ap- 
preciation must be eliminated from book values 
for purposes of apportionment, and all de- 
preciation or other valuation reserves must 
be deducted from the gross asset values.” 


A Louisiana regulation‘ provides that, in 
determining the values of personal property 
for allocation purposes, depreciation and de- 
pletion reserves should be deducted from 
the book values of the properties and appre- 
ciation should be eliminated from book val- 
ues unless special permission has _ been 
secured to use values based on appraisals. 


Most of the states using the “Massachu- 
setts formula” call, in their returns, for 





3 CCH Georgia Tax Reports, { 10-809a. 


‘Regulation Article 215 (CCH Louisiana Tax 
Reports, {| 10-812). 


some method of averaging the valuation of 
the property included in the calculation of 
the property tax factor. 


In Massachusetts, the “average value 
(actual) of tangible property” is, in practice, 
considered one-half of the sum of the value 
thereof as of the beginning and end of the 
taxable year for which the corporation re- 
ports its net income.’ 


Valuations to be taken at the beginning 
and end of the income year, which are then 
averaged, are specified in Georgia, Idaho, 
Kansas, Louisiana, Oklahoma and Oregon. 
In Kansas, by regulation,® if such average 
does not fairly represent the average of the 
property owned and used during the year, 
the average may be obtained by dividing the 
sum of the monthly balances by twelve. 


An “average yearly value of real and tan- 
gible personal property” is listed by the 
reporting corporation in California. 


In New York, where the “average value 
of real estate and tangible personal property 
owned” is specified in the return and where 
“average fair market value” is indicated, a 
pertinent instruction contains the observa- 
tion that average fair market value is gen- 
erally computed on a quarterly basis, where 
the taxpayer’s usual accounting practice 
permits, but that, at the taxpayer’s option, 
a more frequent basis, monthly, weekly or 
daily, may be used, and that where account- 
ing practice does not permit computation 
on such a quarterly or more frequent basis, 
a semi-annual or annual basis may be used 
where no distortion of average fair market 
value results. A regulation indicates that 
“property of the taxpayer held in New York 
by an agent, consignee or factor is (and 
property held outside New York City by 
an agent, consignee or factor is not) situ- 
ated or located within New York.” * 


The Pennsylvania form calls for the “av- 
erage value of tangible property”; a regu- 
lation ® indicates that such average value is 
to be ascertained by the use of weekly or 
monthly inventories, where available, and 
that, if not available, inventories at the be- 
ginning and end of the taxable period may 
be used, provided the tangible property 





5CCH Massachusetts Tax Reports, { 10-823. 
Monthly or weekly inventories are to be used 
where available. Regulation 5003 (CCH Massa- 
chusetts Tax Reports, {| 10-824). 

® Article 88. 


7 Regulation Article 412 (CCH New York Tax 
Reports, {| 10-803A). 


8 Regulation 5-03 (CCH Pennsylvania Tax Re- 
ports, {| 10-812). 
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within and without the Commonwealth has 
remained substantially constant during the 
taxable period. 


In Minnesota, “averages” of tangible 
property, payroll and sales are required. 
There, by statute,® limitations of fifteen per 
cent and seventy per cent are provided, re- 
spectively, as the percentages of weight to 
be accorded each factor. The Minnesota 
Board of Tax Appeals has held that tangible 
property in the possession of customers of 
the taxpayer corporation, legal title to which 
is retained by the corporation under con- 
ditional sales contracts and chattel mort- 
gages, was properly excluded from the 
property factor of the apportionment formula 
relating to the Minnesota Income and Fran- 
chise Tax Act.” 


In Arizona, it is indicated that “average” 
values of properties employed during the 
period covered by the return are to be used, 
and it is also suggested in the instructions 
relating to the apportionment data that “av- 
erage values of inventories can best be com- 
puted by taking average of monthly 
balances.”” The quoted language is also found 
in the Wisconsin instructions relating to 
apportionment. 


Manufacturing companies in Tennessee 
are obliged by statute,” in listing the value 
of real estate and tangible personal property, 
to show values “on the date of the close 
of the fiscal vear.” 


The Utah instructions relative to the av- 
eraging of the value of property for alloca- 
tion purposes suggest that “the average of 
the value of property at the beginning of 
the year or period ordinarily may be used, 
unless by reason of material changes during 
the taxable vear or period such average does 
not fairly represent the average for such 
year or period, in which event the average 
shall be determined upon a monthly or daily 
basis.” 

In Connecticut, the return requires that 
“the average monthly net book value of 
tangible property” within and without the 
state be used in the property factor as to 
income derived from the manufacture, sale 
or use of tangible or real property. 


Goods in Warehouse and in Transit 


In a recent Connecticut case, McKesson 
& Robbins, Inc. v. Walsh, Tax Commissioner, 
42 A. (2nd) 841, the state tax commissioner, in 


® Minnesota Statutes, 1941, Chapter 290, Sec- 
tion 290.19, Subdivision 1 (d). 

10 Brandtjen & Kluge v. Commissioner of Taxa- 
tion, Docket No. 164, decided July 12, 1944, 
CCH Minnesota Tax Reports, { 18-014. 

11 Code, 1932, Section 1316(1). 
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revising the allocation of the net income 
made by a corporation, disallowed its inclu- 
sion of goods stored outside the taxing state 
in bonded and other warehouses and in 
transit in the property tax factor, which was 
one of three applicable factors under the 
state’s use of the “Massachusetts formula.” 
The statute called for the allocation to the 
state of “that part of the average monthly 
net book value of the total tangible property 
held and owned by the taxpayer during the 
income year which is held within the state.” 
The commissioner claimed that the accepted 
definition of the word “held” included the 
conception of physical possession, and that 
the taxpayer did not have physical posses- 
sion of either the warehoused goods or those 
in transit. The questions raised concerned 
whether such items were to be included in 
the denominator of the allocating fraction 
as “tangible property held and owned” by 
the taxpayer. The court ruled that the 
items were so to be included. The result 
was that the tax found due was smaller than 
if the items had been excluded, since the 
inclusion of the items in the denominator 
reduced the size of the property tax factor 
fraction and, in consequence, the amount of 
the tax. 


In an earlier Pennsylvania decision, Com- 
monwealth of Pennsylvania v. Bayuk Cigars, 
Inc.,* the defendant contended that the tax- 
ing officials improperly included in the nu- 
merator of the tangible property factor the 
value of tobacco imported from foreign coun- 
tries and located in bonded warehouses in 
Pennsylvania. The defendant argued that 
the state was prohibited by the Federal 
Constitution from including in the measure 
of the income tax the value of such tobacco 
held in bonded warehouses in the original 
packages, that the ownership of the imported 
tobacco so stored did not constitute a use 
of it in the state, and that the tobacco con- 
tinued in foreign commerce until removed 
from the warehouse. It was held, however, 
that the property was properly included in 
the numerator of the tangible property frac- 
tion and that there was no transgression of 
either the imports or the commerce clause 
of the Constitution of the United States 
when this was done. 


States Using Property and Business as 
Allocation Factors 


In the second group of states, those which 
do not apply the “Massachusetts formula,” 
1259 Dauphin County 243, exceptions dis- 
missed, 51 Dauphin County 140; affirmed on 


other issues, 345 Pa. 348, 2g Atl. (2d) 134, 318 
U.S. 746. 
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the value of the real estate and tangible 
personal property owned within the taxing 
state is added to the amount of business 
done there during the income year and com- 
pared with the sum of these amounts every- 
where. 


The fraction so obtained is applied to the 
taxable net income as a single allocation frac- 
tion in Alabama,” Colorado, Kentucky, 
North Dakota,* Vermont and _ Virginia. 
Also to be included in this group are the 
following states, in which the use of prop- 
erty and business as allocation factors is 
applied to income of companies of the types 
mentioned in parentheses: Georgia (income 
derived principally from the holding and/or 
sale of tangible personal property), Mary- 
land (income derived from business of 
manufacturing or selling tangible personal 
property), North Carolina (foreign mer- 
chandising corporations),” South Carolina 
(foreign dealers in tangible personal prop- 
erty), and Tennessee (sale and use of tan- 
gible personal property).” 


Valuation of Property 


In Alabama, it is provided by regulation 
(Article XXIX) that the “value at which 
tangible property should be included in the 
apportionment factor is the average of the 
depreciated cost or other allowable income 


'3In Alabama, a third factor, that of ‘‘cost 
of manufacturing, collecting, assembling or proc- 
essing,’’ is applied in connection with corpora- 
tions engaged in manufacturing, collecting, 
assembling or processing. Regulation Article 
XXIX. 

44In North Dakota, the ‘‘business done’’ is 
not regarded, as in most states, as the mere 
receipts from sales, but is determined by an 
allocation upon the basis of ‘‘(a) property and 
(b) amounts paid during the year for wages 
and salaries and for the purchase of goods, 
materials and supplies plus the amount of all 
receipts from sales (exclusive of purchases and 
sales of capital assets and property not used 
in connection with trade or business).’” (Regu- 
lation Article 6.) 

%In North Carolina, foreign manufacturing 
corporations allocate income according to (1) 
real and tangible personal property and (2) 
cost of manufacturing, both within and without 
the state. General Revenue Act, Article IV, 
Section 311 (II) (1). 

%In South Carolina. fore‘gn mnanufacturing 
corporations allocate income according to (1) 
real and tangible personal property, and (2) 
cost of manufacturing, both within and without 
the state. Code, 1942, Section 2451 (2). 

In Tennessee, the sales ratio is divided into 
two parts so that, with the property tax factor, 
there are three ratios. The two sales ratios 
are ‘‘total sales made through or by offices, or 
branches located in Tennessee, regardless of 
destination’’ and ‘‘sales to customers in Ten- 
nessee regardless of origin’’—each as related 
to ‘‘total sales made everywhere.’’ (Form F. 
z, T. 2.) 


tax basis as at the beginning and close of 
the taxable year.” 


The Alabama and Georgia regulations 
each contain the following provision: “Ap- 
preciation must be eliminated from book 
values for purposes of apportionment, and 
all depreciation or other valuation reserves 
must be deducted from the gross asset 
values.” * 


The Kentucky return permits the deduc- 
tion of “reserves for depreciation” in arriv- 
ing at the average values of tangible 
property within and without the state. 


The North Carolina return provides for 
the deduction of “depreciation reserve” in 
the determination of the ratio of property 
within and without North Carolina. The 
statute, which calls for ratios of book value, 
defines book value to mean “original cost 
plus additions and improvements less reserve 
for depreciation on the date of the close of 
the calendar or fiscal year of such company, 
unless in the opinion of the Commissioner 
of Revenue the peculiar circumstances in 
any case justify a different basis.” ™ 


In South Carolina, the apportionment 
form calls for the revealing of depreciation 
reserves in connection with items of prop- 
erty allocated, although this reserve does 
not enter into the calculation of the actual 
apportionment.. The statute defining “tan- 
gible property” indicates it “should be taken 
as its actual value, which in the case of 
property valued or appraised for purpose of 
inventory, depreciation, depletion or other 
purposes shall be the highest amount at 
which so valued or appraised and which in 
other cases shall be deemed to be its book 
value in the absence of affirmative evidence 
showing such value to be greater or less 
than the actual value, no deductions on ac- 
count of depreciation, depletion, or obso- 
lescence.” * 


Valuations to be taken at the beginning 
and end of the income year, which are then 
averaged, are specified in the returns filed 
in Colorado and Georgia. An Alabama 
regulation to the same effect contains a pro- 
vision that the value at which tangible prop- 
erty should be included in the apportionment 
factor is the average of the depreciated cost 
or other allowable income tax basis as at the 
beginning and close of the taxable year. 


In Kentucky, Maryland and South Caro- 
lina, it is indicated that the average value 


% CCH Alabama Tax Reports, { 10-803a; CCH 
Georgia Tax Reports { 10-809a. 

19General Revenue Act, Article IV, Section 
311 (IT) (2) (d). 

7° Code, 1932, Title 25, Ch. 107, Article 1, Sec- 
tion 2451 (6). 
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of tangible property at the beginning and 
end of the taxable period ordinarily may 
be used. It is possible, however, that an 
averaging of properties held at other times 
may be required if the average value at the 
beginning and end of the year does not 
fairly represent the average for the year. A 
Kentucky regulation refers to “quarterly, 
semi-annual or annual inventories,” whereas 
in Maryland and South Carolina provisions 
suggest a “monthly or daily basis.” ™ 

In North Dakota, the statute indicates 
that the value of the tangible property is de- 
termined to be the average value of the 
tangible property held and owned by the cor- 
poration “during the year for which the 
income is returned.” ” 

The North Carolina statute calls for re- 
porting of book value of the real estate and 
tangible personal property “on the date of 
the close of the calendar or fiscal year of 
such company, unless in the opinion of the 
Commissioner of Revenue the peculiar cir- 


Carolina, the Attorney General of North 
Carolina ruled as follows: “If the property 
is, in good faith and in the ordinary course 
of business, stored out of the state at the 
close of the fiscal year in the income year, 
then we know no way by which the statute 
could be construed so as to bring this prop- 
erty constructively in North Carolina in 
such a way as to increase the income tax, 
under the statute.” * 

Thus, the treatment by a state of real and 
tangible personal property as an item en- 
tering into the determination of the alloca- 
tion of net income is a matter of consider- 
able importance in almost all of the states 
which impose net income taxes upon cor- 
porations. It can have an appreciable influ- 
ence upon the size of the tax. This is true 
whether the state uses such property as one 
of three factors or in combination with the 
volume of business done as the sole factor 
in allocating a proportion of the entire net 
income to the state. 


The method of valua- 
tion of such property also has a bearing upon 
the final result. While the common method 
is to average values as of the beginning and 
end of the income year, not a few states, 
as has been shown, provide also for aver- 
aging on other bases. 


cumstances in any case justify a different 
basis.”** Where a foreign corporation 
which manufactured leather in North Caro- 
lina, for convenience, shipped much of it to 
a warehouse in another state for storage and 
sale, although these goods appeared on the 
corporation’s inventory of goods in North 

21 CCH Kentucky Tax Reports, { 10-812; CCH 
Maryland Tax Reports, { 10-807: CCH South 
Carolina Tax Reports, § 1034f. 


22 Revised Code of 1943, Title 57, Ch. 
Section 57-3813. 


[The End] 
23 General Revenue Act, Article IV, Section 
311 GD) (2) &). 


24 CCH North Carolina Tax Reports, {| 10-804.01. 
57-38, 


EXPANDING SPECIAL CITY TAXATION 


To finance post-war plans and development, cities throughout the nation are 
searching for methods of increasing revenue, and from cities in all sections come 
new taxes and rumors of new taxes. Special city taxes already existing in New 
York City, Philadelphia, New Orleans, Louisville, Denver, Seattle, and Portland 
have served as models for means of augmenting city funds. 

The New York state legislature in its recent session passed enabling laws to 
permit New York City to levy, until July 1, 1949, a new 5% tax on hotel room 
rentals of $2.00 or more per day and a new 5% tax on pari-mutuel betting at race 
tracks within the city. In the city of Toledo an ordinance imposing an income tax 
was securely established by the voters in a referendum on April 11. The measure 
imposes a 1% net income tax and carries provisions for payroll-withholding. 

The city of Los Angeles recently enacted a sales tax ordinance, patterned 
after the state sales tax, imposing a 14 of 1% sales tax in addition to the gross 
receipts license tax upon retailers. In addition to the exemptions allowed under 
the state law, the city ordinance exempts sales to the state or any of its political 
subdivisions. Meanwhile, during the past year other California cities—Beverly 
Hills, Colton, Redlands, and Santa Barbara—have adopted sales tax ordinances. 

Having seen the developments elsewhere, several other cities are planning new 
or additional taxes. Philadelphia, seeking means to raise revenue to be used 
partially for increased salaries of municipal employees, is considering a 3% tax on 
hotel rooms and an excise tax on luxuries. Chicago, limited by the restrictions of 
the Illinois constitution and faced with increasing property taxes, debates the 
possibility of successfully imposing a city sales tax or a tax to reach the income 


of persons employed in the city. And St. Louis likewise contemplates the levy of 
an income tax. 


The Property Factor 





The author takes issue with Mr. Goldring’s guest editorial in the August, 1945, TAXES 


A DEFIMITION OF POWER OF APPOIM IMENT 


By EDWARD T. ROEHNER 
Attorney of New York 


N R. KALMAN A. GOLDRING, guest 

editorial writer for the August, 1945, 
issue of Taxes—The Tax Magazine, advo- 
cates that Congress enact that “all terms and 
expressions used in the Internal Revenue Code, 
not specifically therein defined, shall have 
the meaning and effect of the same terms 
as defined and explained” in the Restate- 
ment of the Law by the American Law 
Institute. He illustrates the value of this 
suggestion by discussing the effect of such 
an enactment as applied to powers of ap- 
pointment.’ It is the opinion of the writer 
that Mr. Goldring’s suggestion is unsound; 
and an attempt will be made to show its 
unsoundness by discussing his illustration 
of powers of appointment. 


Mr. Goldring commences his editorial 
with the observation, “There has been much 
talk of the variations between common- 
law concepts and tax law concepts.” These 
words are sufficient indication that he is 
aware that a variation between the two 
concepts exists.” He later declares the Am- 
erican Law Institute’s definition of power 
of appointment, which states,” “The term 
power of appointment does not include a 
power of sale, a power of attorney, a power 
of revocation, a power to cause a gift of 
income to be augmented out of principal, a 
power to designate charities, a chariiable 
trust, a discretionary trust, or an honorary 
trust,” (italics are Mr. Goldring’s) to be 
“more in accord with the general concepts 
of practitioners and of the Congress which 
passed the law’* than is the definition of 
power of appointment formulated by the 
regulation.” Mr. Goldring objects to the 


1The scope of the term ‘‘power of appoint- 
ment’’ cannot be gleaned from the bare words 
of Section 811 (f) (2). 

2? The most common illustration is the hus- 
band and wife partnership, which is valid for 
all purposes except that of reducing taxes. 

3 Restatement on Property, Section 318 (2). 

* Which definition is more in accord with the 
general concepts of practitioners is of no mo- 
ment. No citation is needed for the statement 
that the courts are concerned only with the 
intent of the legislature. 

5 Regulations 105, Section 81.24. 


fact that the regulations treat as a power 
of appointment the power to cause a gift of 
income to be augmented out of principal,® 
which the Restatement does not.’ He quotes 
with disapproval from the regulation:* 


“The term ‘power of appointment’ includes 
all powers which are in substance and effect 
powers of appointment regardless of the no- 
menclature used in creating the power and 
local property law connotations. For example, 
if a settlor transfers property in trust for 
the life of his wife, with a power in the 
wife to appropriate or consume the prin- 
cipal of the trust, the wife has a power of 
appointment.” (Italics supplied.) 


The greater scope of the term “power of 
appointment” contained in the regulations 
over that in the Restatement is, according 
to Mr. Goldring, a departmental attempt to 
extend the statute unduly and improperly. 


However, the reports on the Revenue Act 
of 1942 of the Senate Finance Committee’ 
and of the Ways and Means Committee” 
support the Treasury’s definition. They say: 


“The term ‘power of appointment’ in- 
cludes all powers which are in substance 
and effect powers of appointment regard- 
less of the nomenclature used in creating 
the power and local property law conno- 
tations.” 

This is the exact language employed in the 
italicized portion of the regulation. The 
language of the example is that of the 
Treasury, but such language correctly illus- 
trates the meaning of the statute, and is not 
a departmental attempt to extend the stat- 
ute “unduly and improperly.” 


It is true that comment 7 of Section 318 
of the Restatement on Property, which com- 
ment is not referred to by Mr. Goldring, 


®€In other words, a right to the income plus 
a right to invade the corpus. 

7 See note 3, 

8 Regulations 105, Section 81.24. 

® Report No. 1631, Seventy-seventh Congress, 
Second Session, page 232. 

1 Report No. 2333, Seventy-seventh Congress, 
Second Session, page 160. 
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distinguishes between powers of appoint- 
ment and powers of dissipation or aug- 
mentation: 


“When the income of a trust is given to 
one or more persons it is frequently pro- 
vided that the income may be augmented by 
payments of principal... . They are com- 
monly known as powers of dissipation or 
powers of augmentation, not as powers of 
appointment. For this reason they are not 
treated as powers of appointment in this 
Restatement.” 


But, as the Supreme Court said in Helver- 
ing v. Hallock.™ 


“The importation of these distinctions 
and controversies from the law of prop- 
erty into the administration of the estate 
tax precludes a fair and workable tax sys- 
tem. Essentially the same interests, judged 
from the point of view of wealth, will be 
taxable or not, depending upon elusive and 
subtle casuistries which may have their 
historic justification but possess no rele- 
vance for tax purposes.” 


The last sentence quoted from the Supreme 
Court’s opinion is pertinent here. If a wife 
has a life estate with a power to appropriate 
or consume the principal of the trust, her 
position is the same as if she had been left 
the principal outright. If she had been left 
the principal outright, obviously at her death 
so much of it as remained would have been 
includible in her gross estate.” No sound 


11 309 U. S. 106 (1940) [40-1 ustc ] 9208]. 

12 Section 812 (c) provides that if the prop- 
erty was transferred to her within five years 
prior to her death it is not to be taxed. 


reason can be advanced why a life estate 
with the power to appropriate or consume 
the principal of the trust should not also 
be considered taxable. If it were not taxed, 
“essentially the same interests, judged from 
the point of view of wealth” would not be 
taxed, and would escape taxation only be- 
cause of “elusive and subtle casuistries 
which may have their historic justification 
but possess no relevance for tax purposes.” 
The Supreme Court in the Hallock case re- 
jected that possibility. 


Mr. Goldring’s suggestion “that the Re- 
statements, as authoritative interpretation 
tools, might effectively plug both loopholes 
in the Code and departmental attempts to 
unduly and improperly extend the statute” 
is undoubtedly a sincere one, but it issues 
from lack of sophistication in the tax law.” 


Apparently Mr. Ejisenstein’s excellent ar- 
ticle on the subject of taxation of powers 
of appointment * has escaped Mr. Goldring’s 
attention. 


[The End] 


13 Cf, Mr. Goldring’s statement in ‘‘The Final 
Adjudicator of Tax Law,’’ October, 1945, 
TAXES—The Tax Magazine, page 888, com- 
menting on Mr. Eisenstein’s article, ‘‘Some 
Iconoclastic Reflections on Tax Administration,”’ 
58 Harvard Law Review (April, 1945): ‘Mr. 
Eisenstein cannot be so naive in this state of 
[the] record, to believe that the tax-paying pub- 
lic will, or should, allow the Treasury Depart- 
ment to become the final adjudicator of the 
application of tax law to specific problems with 
any real degree of finality.’’ 


14 Eisenstein, ‘‘Powers of Appointment and 


Estate Taxes,’’ 52 Yale Law Journal 494 at 521 
(1943). 


COLUMBUS, OHIO 


New revenue legislation in 1944 resulted in a substantial increase of Columbus’ 


nno- general revenue over that of 1943. This rise was tempered somewhat by the with- 
drawal of all state aid for public welfare; the financing of general relief, formerly 
administered by the city, had been transferred to Franklin County in 1943. In 
1 the spite of the discontinuance of general relief payments by the city, there was a 
The slight rise in total general expenditure. Both gross debt and net long-term debt 
Bs continued to be reduced during 1944. 


or General revenue of Columbus totaled $8.5 million in 1944, a 10.7 per cent 
steak increase of the $7.7 million received in 1943. A five per cent sales tax on utility 
commodities, which was imposed by an ordinance passed by the city council in 

318 March, 1944, yielded $589 thousand, and an additional $500 thousand was collected 
‘ from street railways. The law imposing this license tax on street railways provides 
a for a sliding scale which will decrease the amount to be paid in succeeding years. 


The property tax yield declined slightly as compared with that of the previous 

plus year. In common with other cities of Ohio, which limits the over-all tax rate 
levied by its local governments, Columbus depends upon the property tax for a 

lower proportion of its revenue than is usual among cities in general. However, 

the city receives a share of state-collected taxes, including the general sales tax and 

alcoholic beverage and inheritance taxes, revenue from which is available for 

general purposes.—Bureau of the Census, City Finances: 1944, April, 1946 
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LTHOUGH the Revenue Act of 1942 
simplified some fields of the law of taxa- 
tion, it created more problems than it elimi- 
nated by its provisions for the taxation of 
employees’ pension and profit-sharing plans. 

Employee pension and profit-sharing plans 
usually fall into two classes. In the first 
category may be placed those involving the 
creation of a trust, with the trustee invest- 
ing the contributions of the employer and of 
the employees also, where the employees 
contribute to the fund. In the second class 
are plans insured with a life insurance com- 
pany, without the intervention of a trustee, 
usually under a group annuity policy. 

While most pension and profit-sharing 
plans are classified quite simply from the 
point of view of their character as trusteed 
or non-trusteed arrangements, great diver- 
sity exists with regard to the types of bene- 
fits available to participants and the manner 
of payment of such benefits. The Internal 
Revenue Code and the regulations, however, 
propose but one or two rules for taxing such 
benefits. Insofar as they relate to the in- 
come tax exacted in connection with plans 
which have qualified under Section 165(a) of 
the Internal Revenue Code, those rules may 
be summarized as follows: (1) No tax is 
imposed until benefits are distributed or 
made available to recipients, except that the 
cost paid for life insurance on individual 
policies is taxed to an insured employee each 
vear. (2) When benefits are distributed or 
made available to recipients, periodic pay- 
ments are taxed as annuity payments; lump 
sum payments are taxed as long-term capi- 
tal gains. 


The Tax on Life Insurance 


It is evident that unless a qualified plan 
provides life insurance protection, the tax 


INCOME TAXES 
On 


Beneficiaries of Pension and Profit-Sharing Plans 


By WILLIAM R. WHITE 


Lecturer in Law, Fordham University School of Law 


A digest of the article in the Fordham Law Review, November, 1945 


collector has no special interest in its par- 
ticipants until distributions become available 
to them by reason of retirement, resignation, 
disability, death, or discharge. However, if 
the employee receives life insurance protec- 
tion under the plan, then the employer’s con- 
tribution is used not only to provide for 
funding the employee’s pension but also to 
cover the cost of his insurance, and the tax 
collector has a function to perform. If the 
policy is an individual policy, he must see 
that the employee includes in his gross in- 
come that part of the employer contribution 
which is applied during the employee’s tax- 
able year to the cost of his life insurance. 

The regulations seem to suggest that an 
employer’s contributions will not be consid- 
ered to have been “applied” to the employee’s 
insurance until the year in which they were 
finally accepted by the insurer, that is, in the 
year following the institution of the plan. 
However, the view that the transfer of funds 
to the trustee is enough to fix the time when 
they are taxable to the employee is not with- 
out support, although the more satisfactory 
interpretation of the regulations is that ac- 
ceptance of the premiums by the insurer is 
the taxable event. 


Another problem concerns the calculation 
of the amount applied for insurance. For 
example, a plan established by a trust agree 
ment becomes effective as of November 1, 
1944. A, an employee, becomes cligible for 
participation on March 1, 1945. A life insur- 
ance policy is bought for A in 1945. Ad- 
ministrative convenience requires that A’s 
insurance mature on an anniversary of the 
effective date of the trust. Hence, the policy 
must be placed on a yearly basis running 
from November 1 of one year to October 31 
of the next year. Therefore, the trust pro- 
cures a policy for the term from March 1, 
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1945 to November 1, 1945, and this policy is 
placed on a yearly basis as of November 1, 
1945. The premium paid is divisible into 
two separate parts, the first part represent- 
ing the term cost of A’s life insurance from 
March to November, and the second part 
representing the term cost of his insurance 
from November 1, 1945, to October 31, 1946. 
In the situation described, the Treasury 
regulations seem to provide for the taxation 
of less than the full amount applied during 
the taxable year to the employee’s insurance. 
Even though, through prepayment of pre- 
mium the insurer actually receives, during 
the employee’s taxable year, more than the 
one-year term cost of the insurance, the em- 
ployee is taxable only on such one-year term 
cost. Thus, in A’s case, where the insurer 
received in 1945 the term cost for the period 
from March 1, 1945 to October 31, 1946, the 
employee is taxable for no more than the 
one-year term premium of the net amount of 
insurance at risk during 1945. 


Lhe Tax on Benefits 


Upon retirement, pension payments or 
profit-sharing distributions may begin. The 
applicable tax rules are stated briefly in the 
statute and regulations. Periodic payments 
ire taxable to the participant as he receives 
them or as they are made available to him. 


re 
1 ¢ 


{ he should take the entire amount due him 
in one payment, during one taxable year, he 
ay include the payment in income as a 
-term capital gain, provided that the 
avment was made on account of his “sepa- 
tion from the service” of the employer. 
lowever, when applying these rules we may 
ve dithculty with plans under which indi- 
vidual life insurance policies are issued, since 
hey often provide that the employee may 
oose one of various methods of receiving his 
nefits. One of these methods of settle- 
ent permits the participant to elect to have 
he sums payable to him on normal retire- 
ment date held by the insurance company 
under an agreement that interest on such 
sums will be paid to him periodically. The 
principal held by the insurance company is 
subject to withdrawal at any time by the 
participant, and if not withdrawn prior to 
his death is then payable to his beneficiary. 
No doubt the interest paid under the fore- 
roing arrangement is includible in gross in- 
come as it is received, but doubt exists as to 
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the tax status of the principal in the year 
when the employee makes his election of 
options and also as to its status in the year 
when it is finally received. 


It is submitted that if the regulations con- 
tinue as presently drawn, any payment to 
which the employee becomes entitled on his 
separation from service should be deemed 
to be a distribution on account of separation 
from service even though not taken by him 
until some time after separation from service. 
Moreover, it is submitted that the regulations 
should be revised in order to eliminate the 
inequitable treatment accorded to employees 
who continue in employment. Under present 
conditions, an employee who continues in 
his employment is denied the advantage of 
treating his benefits as long-term capital 
gain because they are not received by him 
on account of separation from service. 

A few words may be said here in connec- 
tion with the taxation of benefits to a person 
designated by an employee to receive such 
benefits on his death. The options provided 
by life insurance contracts often are exercis- 
able by such a designee. One available op- 
tion is that of taking the amounts due ina 
fixed number of installment payments. The 
total of such payments, because of the earnings 
of the policy, will exceed the amount that 
would have been payable in a lump sum on 
the death of the insured. When such an 
option is exercised by such a beneficiary the 
Commissioner’s present regulations permit 
the amount which would have been paid im- 
mediately upon the death of the insured to 
be taken tax free. But those regulations pro- 
vide in effect that when the installment pay- 
ments aggregate a sum in excess of the amount 
which would have been payable immediately 
on the death of the insured, the excess is 
includible in the taxable income of the re- 
cipient. In Pierce v. Commissioner, 146 F. 
(2d) 388 (1944), the Commissioner’s regu- 
lation was held to be invalid, and the entire 
amount paid in installments was deemed to 
be received because of the death of the in- 
sured, even though it included some amounts 
earned after the death of the insured. It is 
submitted that the rule of the Pierce case is 
sound. Until the Commissioner indicates his 
acquiescence and revises his regulations, or 
until the Supreme Court settles the matter, 
the obscurity will not be removed. 


[The End] 



















































































































































































































































































BERT V. TORNBORGH directs your attention to: 


Tax Items of Special Interest 


The Fishing Indians Can be Taxed! Their 
unrestricted right of fishing being guaran- 
teed by treaty with the United States, re- 
stricted Indians residing on the Quinaielt 
Reservation in Washington claimed that the 
imposition of an income tax constituted a 
denial of their tribal rights. The Tax Court 
held that their income from the operation 
of a commercial fishing business is taxable. 
The tax is not a burden upon the right to 
fish but upon the income. (Charles Strom 
& Flora Strom v. Commissioner, March 29, 
1946, 6 TC —, No. 81 [CCH Dec. 15,060]). 

This decision is in line with the Supreme 
Court of the United States in O’Malley v. 
Woodrough, 307 U. S. 277 [39-1 ustc 9520]. 
In that case it was claimed that the impo- 
sition of a tax upon a judge’s salary was 
a diminution thereof and, therefore violative 
of the Constitution. That theory was re- 
jected by the Supreme Court. It said: “To 
subject them (i. e., the judges) to a general 
tax is merely to recognize that judges are 
also citizens, and that their particular func- 
tion in government does not generate an 
immunity from sharing with their fellow 
citizens the material burden of the govern- 
ment whose Constitution and laws they are 
“charged with administering.” 

x % * 


Commissioner of Internal Revenue Is an 
“Innocent Third Party,” he claimed, and 
protected by the parol evidence rule. That 
rule forbids to receive oral evidence to con- 
tradict, vary, add to or subtract from the 
terms of a valid written instrument. But it 
cannot be applied in tax matters to exclude 
evidence as to what a transaction really was. 
The instrument might say, it was a sale. 
Oral testimony might prove it to be a loan. 
In Macon, Dublin and Savannah Railroad 
Company v. Commissioner (December 22, 
1939, 40 BTA 1266 [CCH Dec. 10,940]) a 
parent corporation was permitted to estab- 
lish the necessary proportion for the filing 
of a consolidated return by oral evidence 
that it remained beneficial owner of stock 
in spite of the transfer to a nominee. The 
Commissioner as third party to the instru- 
ment is not entitled to invoke the parol evi- 
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dence rule, the Board held. It would be 

inconsistent with the broad, general princi- 

ples of construction applied to taxing statutes. 
* ok * 


Incompetent Selling of Securities at a 
Profit by an agent was held not taxable on the 
gain until her guardian located part of the 
proceeds in a subsequent taxable year 
(Juliette B. Andrews, BTA Memo Opinion, 
June 16, 1942 [CCH Dec. 12,564-A]) under 
the theory that she did not have the mental 
capacity to draw on the account where the 
proceeds were deposited and, therefore, 
realized no gain at the time of the sale. 
Indeed, as long as it was within the power 
of the guardian to disaffirm the sale, there 
was no completed act giving rise to an 
income tax. 

OK ok cs 


Wedding “Gift” of $7,500 was reported as 
a non-taxable gift by the recipient, president 
and chairman of a corporation. It was voted 
to him by his colleagues in the board as a 
“wedding gift from the corporation which 
he has headed since 1923 in recognition of 
the very efficient manner in which he han- 
dled the company’s affairs throughout those 
years. ” The U. S. Circuit Court of 
Appeals sustained the Tax Court in its 
finding that the “wedding gift” was taxable 
income as an additional compensation for 
services rendered. 


Should it then be impossible to make a 
gift to an employee? Not impossible cer- 
tainly but difficult. The employer has sel- 
dom a pure donative intent. 

* * * 


Quod Licet Jovi, Non Licet Bovi! 
While New York State has the sovereign 
right to share in the proceeds of illegal 
bookmaking, such right has not been dele- 
gated to municipal corporations. This is 
the gist of a ruling of Justice John E. 
McGeehan of the New York Supreme Court 
(April 11, 1946), which denies the City of 
New York the right to collect a tax on 
business gross receipts from illegal book- 
making. The city’s right is constitutionally 
no greater than that of the cop on the cor- 
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ner. Neither cop nor city has been author- 
ized to profit through the flourishing of 
illegal bookmaking. 


* * 2k 


Baseball Player Contracts are depreciable 
if they have a period of more than one year 
to run, but only over the original contract 
period disregarding any renewal options. 
If the option is exercised, the arrangement 
should be treated as a new contract for the 
period of the renewal (Houston Baseball 
Association v. Commissioner, September 21, 
1931, 24 BTA 69 [CCH Dec. 7171]). Those 
contracts represent capital expenditures. In 
order to compute exhaustion, contracts 
must have a definite duration. Depreciation 
is permissible on the theory that a contract 
right is property. Depreciation is computed 
upon the basis of the useful life of property. 
If the contract can be determined at any 
time, there is no “presumption of life” at 
all and depreciation is not permissible. 


2k * * 


Must a Loan Be “Wise,” in order to make 
a loss on it deductible? The answer is no 
as long as there is a possibility of collection. 
If it is given without any chance of ever 
obtaining repayment, it is not an unwise 
loan but a gift. Loans to destitute members 
of the “creditor’s” family are viewed with 
suspicion. In the case of Hymers v. Com- 
missioner, TC Memo. Op., December 28, 
1944 [CCH Dec. 14,300(M)]) a loan made 
to a brother-in-law was considered as made 
bona fide, though its collection at maturity 
seemed uncertain. But loans aggregating 
$50,000 made to a son when he already 
owed several hundred thousand dollars and 
was insolvent were held by Tax Court with- 
out value when incurred and therefore not 
deductible (Codman v. Commissioner, Janu- 
ary 25, 1946 [CCH Dec. 14,984(M)]). 


The same theory applies if a sole stock- 
holder makes “loans” to a consistently los- 
ing corporation. In the recent case of 
Rosenberg v. Commissioner, March 4, 1946 
[CCH Dec. 15,042(M)] the Tax Court found 
that most of the so-called advances were 
in fact contributions to capital and not to 
loan. 


Tax Items of Special Interest 





Excessive Consideration to buy a $6,000 
annuity was not considered conclusive proof 
of a donative intent. In the case of Beattie 
v. Commissioner, March 29, 1946, 6 TC —, 
No. 79, husband and wife transferred prop- 
erty of a value of $265,000 to a college, tak- 
ing back $6,000 annuity contract. The 
recipient tried to use as basis of the com- 
putation of three per cent as taxable value 
of the annuity the amount she would have 
had to spend to buy the annuity from an 
insurance company, which was much less 
than $265,000. The Tax Court held the whole 
amount of the annuity being less than three 
per cent of $265,000 as includible in gross 
income, since taxpayer could not prove his 
donative intent. 


The decision would be rather technical if 
the discrepancy between the value of the 
transferred property and the regular price 
of the annuity was obvious, which seems 
to be the case. 

* * 1K 


Is Jewelry an Investment? In a 1944 case 
Winkler v. Nienan, June 6, 1944, 142 F. 2d 
483, [44-2 ustc 9350]) the (2d) Circuit Court 
of Appeals had to pass on a loss deduction. 
A husband bought jewelry for his wife in 
Paris for $23,000 under an agreement by 
which the jeweler promised to buy it back 
at any time for $12,000. When the wife 
many years later had to sell it, the jeweler 
was out of business. She sold it for $4,500) 
and claimed a deductible loss of $18,500. 
Tax Court and Circuit Court of Appeals 
denied the deduction. The Tax Court (2 
TC 735, [CCH Dec. 13,495]) considered 
jewelry as no ordinary investment property, 
as being neither susceptible of providing an 
income nor bought in the particular case 
with the intention of making a profit. The 
Circuit Court did not entirely exclude the 
theory of an investment. It implied that 
investment is connected with profit purpose 
but denied the deduetibility because the tax- 
payer disclaimed any expectation of profit 
though contending to have bought the jew- 
elry as an investment. But this is a con- 
tradiction. The definition of investment 
requires the motive of deriving income or 
profit from the transaction. If the taxpayer 
denies both purposes, there is no investment 
at all. 


Skeleton in the Closet: It has been a 
good many years since the skeleton of tax 
exempt salaries was locked in the closet. 
Two attempts by the Commissioner at the bar 
of the Supreme Court did not close the 
door; it took the enactment of the Public 
Salary Tax Act of 1939 to snap the latch. 
The American delegation at the Savannah 
conference has been caught fumbling with 
the latch. 


Forty nations were assembled at Savan- 
nah, Georgia, for the conference on the 
International Monetary Fund and the Inter- 
national Bank for Reconstruction, both 
3retton Woods organizations. The Con- 
ference, under the leadership of the Ameri- 
can delegation, voted, over slight opposition 
from the British delegation, to pay the chief 
executives of both organizations salaries 
that would be tax free. The top position 
of the two organizations will pay $30,000, 
plus reasonble expenses incurred in the line of 
duty free of income tax and the next ranking 
positions (twenty-four of them) will pay a 
maximum salary of $17,000 free from in- 
come tax. 


This brings to mind some of the cases on 
this subject. 


In June 1920, the Supreme Court decided 
the case of Evans v. Gore and held that a 
district court judge, who had been appointed 
to the office by the President of the United 
States, was entitled to his salary for the 
office without diminution on account of the 
income tax. In its decision in May 1937, 
O’Malley v. Woodrough, the Supreme Court, 
held Section 22 of the Revenue Act of 1932 
unconstitutional in so far as being appli- 
cable to the salary of the judge of the circuit 
court. This, in spite of the fact that the law 
provided that the salary of judges taking 
office after June 6, 1932 would be subject 
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to the income tax. Judge Woodrough had 
taken office on June 6, 1932. 


About this time the Treasury Department 
had made several half-hearted attempts to 
tax the salaries of state officials and state 
employees and was successful where the 
function of the state employee was propri- 
etary rather than governmental in character. 


Thinking that they were exempt, several 
federal officials began resisting attempts by 
states to tax their federal salaries. Such 
was the situation bringing about the deci- 
sions of Graves v. O’Keefe and State Tax 
Commission of Utah v. Van Cott. The tax- 
payer in the former was an official of the 
Home Owners Loan Corporation, a govern- 
mental instrumentality and, in the latter, an 
attorney for the Reconstruction Finance Cor- 
poration. In both of these cases the Supreme 
Court upheld the right of the states to tax 
the federal salary of these officials: ‘There 
is no implied constitutional immunity from 
income taxation of salaries of officers or 
employees of the national or state govern- 
ments or their instrumentalities.” In other 
words a state may impose an income tax 
on federal officers and employees and the 
federal government may impose an income 
tax on the salaries of state officers and em- 
ployees without violating any provision of 
the United States constitution. 


These decisions of the Supreme Court 
paved the way for legislation providing for 
the taxation of salaries of state employees. 
Two pieces of legislation followed—the 
amendment of Section 22(a) of the Internal 
Revenue Code and the enactment of the 
Public Salary Tax Act of 1939. Since Janu- 
ary 1939 the salary of all governmental 
officials, including the President and the 
federal judges, has been taxable. 


A 1945 amendment to Section 116(h) (1) 
of the Internal Revenue Code provides that 
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if any employee of a foreign government or 
of an international organization or of the 
Commonwealth of the Philippines, if such 
employee is not a citizen of the United 
States, receives wages, fees, or salary for 
official services to such foreign government, 
international organization, or commonwealth, 
such compensation is to be excluded from 
the individual’s gross income for the purpose 
of computing federal income taxes. 


Does this mean, then, that the interna- 
tional fund and bank organizations, which 
plan to pay their top men on an after-taxes 
basis, will take into consideration United 
States citizenship status and pay Americans 
enough to cover their federal income tax 
obligations, or does it mean a non-United 
States citizen will actually net more than a 
United States citizen as an employee of 
these international organizations? To make 
the salaries equal, will the international or- 
ganizations pay their top employees an 
amount sufficient to cover income tax obli- 
gations? 


For any United States citizen to have 
$30,000 left after payment of federal income 
tax, he must earn in the neighborhood of 
$70,000; to clear $17,000, he must have 
earned nearly $27,000. Supposing the indi- 
vidual, in addition to federal tax, has to pay 
a state tax, will the “after taxes” include 
that? 


Does a non-United States citizen take his 
salary home and then get hit with his home- 
land taxes or will he be compensated enough 
to leave his $30,000 or $17,000 untouched 
by any income tax law? 





The Articles of Agreement, which embodies 
the regulations that the Fund and Bank 
have adopted, offers the answer to most of 
these queries by stating that the member 
countries shall take such action as is neces- 
sary in their own territories to make the 
salaries and emoluments paid by the two 
organizations immune from all taxation. 
Pending this action the two groups plan to 
reimburse their employees for the taxes 
which they are required to pay on their 
salaries and allowances. All of which puts 
the matter before the legislative bodies of 
the countries involved. What will our 
Congress do? 


Reaction to the plan is varied. Mr. Vinson 
points out that it is simply good business— 
if you want to attract men of great ability 
to such positions the remuneration must be 
high. As one Washington source put it, 
“Of course, there may be a basis in logic 
and law for offering high salaries to em- 
ployees of these international organizations 
by way of tax exemptions, but is it setting 
a precedent which Congressmen and other 
federal officials may use to increase their own 
salaries without increasing their own budge- 
tary requirements? Politically too, the 
proposition is explosive. Will not all these 
state and federal salaried officials feel, they 
too, are deserving the same treatment?” 


If this comes about the lock with which 
the Commissioner, with the help of Con- 
gress, so securely confined the skeleton, may 
break, and 6,673,000 public employees may have 
the right to ask that their $1,059,000,000, 
salaries be tax-free. 


Technical Advisors at Monetary Conference, Savannah, Ga.—Technical advisors of the 
Bretton Woods Conference are shown as they discussed problems at the International 
Monetary Conference being held here. Left to right: George Bolton, advisor to the 
United Kingdom; Luis Rasminsky, of the Canadian delegation; and Edward M. Bernstein, 


assistant to the Secretary of the Treasury and chief technical advisor to the American 
delegation. 
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Highlights of Conference Address: The 
following excerpts are from the address by 
Roy Blough, assistant to the secretary of the 
Treasury and director of Tax Research, given 
before the Twelfth Eastern Spring Confer- 
ence, Controllers Institute of America, in 
New York City on April 15, 1946: 


“cc 


As the prospect of achieving a bal- 
anced budget approaches, with the possi- 
bility of having a budgetary surplus, there 
are some demands for further tax reduction. 
Surely it is not a crime for the federal gov- 
ernment to have a budgetary surplus and 
the retirement of debt which it makes pos- 
sible. A time of strong inflationary forces 
when incomes are high is the ideal time for 
a budgetary surplus. In a statement April 
11, 1946, President Truman said: ‘It is the 
aim of our fiscal policy to balance the budget 
for 1947 and to retire national debt in boom 
times such as these. In our present fight 
against inflation, fiscal policy has a vital role 
to play. A continuation of our present pol- 
icy, which is to maintain the existing tax 
structure for the present, and to avoid non- 
essential expenditures, is the best fiscal con- 
tribution we can make to economic stability.’ 


“In view of the undesirability of tax re- 
duction, this is also not the time for struc- 
tural revision since most, if not all, plans 
for the postwar structural revision of the 
federal tax system would involve reduction 
of revenues. 
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“This does not imply any abandonment 
of the idea that postwar tax revision will 
be needed. Rather it suggests that the 
present is a good time to examine the prob- 
lems of postwar tax revision. 


“One of the economic objectives of tax 
policy which is particularly important at 
this time is to combat inflationary pressure. 
Throughout the war, as well as at the pres- 
ent time, the demand, especially for consumers’ 
goods and services, has been excessive in 
relation to supply, with resulting pressure 
towards inflationary increases in prices. 
Taxes help to combat inflationary pressure 
by draining off spendable funds into the 
Treasury and thereby reducing the demand 
for goods. When the source of the demand 
is governmental expenditure in excess of 
revenue, taxes are particularly appropriate 
as a method of combatting inflationary forces. 


“Taxation has another bearing on infla- 
tion. The best preventive and cure of infla- 
tion: is to increase production. Tax policy 
can contribute to this end by minimizing 


the restrictions which taxes place on pro- 
duction. 


“I do not want to leave the impression 
that taxation is in itself a sufficient method 
of combating inflation. For one thing, pub- 
lic resistance to increasing taxes when they 
are needed for inflation control may make 
their effective use impossible. Moreover, 
taxation is too unrefined an instrument for 
certain kinds of inflationary situations. 
Thus, after a great war the extent of the 
shortages of different goods and services 
vary so widely that no general impact on 
purchasing power could meet the problems 
existing in different industries. Under these 
circumstances specific control measures are 
required in addition to a general anti-infla- 
tionary fiscal policy. 


“Although over the last few years we have 
continually had to face the threat of infla- 
tion, over our national economic history as 
a whole this has been a relatively uncommon 
condition. Much more common has been 
the problem of promoting and maintaining 
a high level of business activity and em- 











The Senate Banking and Currency Commit- 
tee and Subcommittee approved the 
nomination of Commodore James K. Var- 
daman, Jr., Presidential Naval Aide, as a 
member of the Federal Reserve Board. 
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ployment. We have by no means forgotten 
the long period of deflation and depression 
which marked the greater part of the 1930’s. 
Accordingly, when postwar tax revisions 
are made, an important objective will un- 
doubtedly be to remove restrictions that 
reduce the volume of business activity and 
employment. There are a number of ways 
in which taxes may reduce the volume of 
business activity and employment. An ob- 
vious one is by repressing demand, both 
consumer demand for goods and services 
and investment demand for labor, materials, 
and capital goods. Without a high level of 
consumer demand and investment demand, 
markets will be inadequate to absorb the 
goods poured out at a high level of produc- 
tion and employment, with deflation and 
depression the inevitable result. Accord- 
ingly, tax revision should be made with an 
eye to minimizing the repression on con- 
sumer and investment demand. I am quite 
aware that this is much easier to say than 
it is to carry out in a tax program. The 
clear implication is that the heaviest taxes 
should rest on savings which are not used 
to create demand for newly produced capi- 
tal, but a practical tax to achieve this result 
has not yet been developed, or at any rate 
has not come to our attention. 


“In emphasizing equity and economic ob- 
jectives, we should not lose sight of the 


importance of administration. Many a tax 
that looks ideal on paper is worthless be- 
cause it cannot be administered by a reason- 
able expenditure of government expense and 
taxpayer inconvenience. ‘The latter is par- 
ticularly important, for a tax measure can- 
not be expected to continue to operate 
effectively if the taxpayer is unable to com- 
ply with it by a reasonable amount of time 
and effort simplicity for the many is 
much more important than simplicity for the 
few. Many of the more complicated pro- 
visions of the tax laws apply to relatively 
few taxpayers who have large and complex 
businesses and can afford to employ the 
professional talent necessary to prepare the 
necessary accounts and returns. Much more 
important than simplifying those provisions 
is simplification affecting the multitudes of 
small taxpayers who should have a tax sys- 
tem which does not require them to employ 
professional tax experts. However, even 
for them simplicity may not be an unmixed 
blessing. It is often attainable only at the 
sacrifice of equity and perhaps of desirable 
economic objectives. The complexities of 
the individual income tax are due in very 
large measure to the demands of taxpayers 
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for an income tax which will be as fair as 
it is possible to make it. 


“Another factor not to be overlooked is 
that the postwar tax structure will be lim- 
ited in part by the machinery and procedure 
through which changes in tax laws must be 
made. An idea that has been proposed fre- 
quently of late is that tax rates and exemp- 
tions should be rapidly moved up and down 
as economic conditions change in order to 
offset such changes. This proposal has been 
given the name ‘flexible’ taxation. It is an 
attractive idea and some day it may be a 
reality. But traditional procedure for 
changing tax rates and exemptions do not 
lend themselves to the kind of speed re- 
quired for flexible taxation and even if they 
did the public would undoubtedly be be- 
wildered and resentful at being forced to 
adjust themselves to frequent changes. At 
best there is often a considerable lag in pub- 
lic understanding. I suspect that people 
would rather not have their attention called 
to taxes by frequent changes, especially 
those that are in an upward direction. 


“Occasionally people who ought to know 
better talk as if they expect a brand new 
and entirely different tax system to result 
from postwar tax revision. Such expecta- 
tions are not justified. The . pessimistic 
statement from the Bible that ‘There is no 
new thing under the sun’ is almost true of 
taxation. There have been constructive de- 
velopments and there will no doubt be new 
ones hereafter, but there is nothing known 
now to justify the idea of a radical change 
in the forms of taxes. The present federal 
tax system has been developed over a quar- 
ter of a century or more and is the result 
of a great deal of thought and effort on 
the part of many people. The best taxes 
known in the world today are by and large 
being used by the federal government. They 
contain many curious anomolies but with 
minor exceptions these are not there either 
by accident or because of ignorance, but 
have been put there by political pressure 
brought to bear by interested taxpayers. 
That kind of an anomaly is very hard to 
get out of the tax system. 


“One of the revolutionary innovations of 
the wartime period is our system of current 
individual income tax payment, including 
the withholding by employers of tax on sal- 
aries and wages, and the estimating and 
current quarterly payment of tax on income 
not subject to withholding. The first official 
recommendation for withholding was prob- 
ably that of the Secretary of the Treasury, 
Mr. Morgenthau, in November, 1941. With- 
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holding entered the tax system in a small 
way with the Victory tax in January, 1943, 
and was put on substantially the present 
basis in July, 1943, by the Current Tax 
-ayment Act. This act also provided for 
the system of estimate, as well as a method 
of transition from the old to the new col- 
lection method. 


“These new methods of income tax pay- 
ment are not perfect. The withholding sys- 
tem tends to keep a person from having a 
clear knowledge of his income on the one 
hand and of his income taxes on the other. 
The system of current estimate has proved 
worrisome to some people, which is probably 
due to an imperfect knowledge of the alter- 
native methods of estimating which are al- 
lowed. But there are great advantages. 
The current payment system is more con- 
venient, makes payment easier, and results 
in more There are 


CC ymplete collection. 


occasional complaints but employers, 
employees, and professional people alike are 
in general well pleased with the system and 
would not wish to see it repealed. It is 
important to live up to the spirit of the 
current payment system as well as to its 
letter by keeping genuinely current through- 
out the year and not i 
by the end of the ye 


merely catching up 
ry 
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double taxation i: as well as 


depends in large part on the extent to which 
the corporation is able to shift its taxes to 
other people, for example, workers or cus- 
tomers. If there is complete shifting the 
double taxation disappears and if there is 
partial shifting the double 
reduced. 


taxation is 


“To the extent to which there is double 
taxation of corporate profits income earned 
through corporations is taxed at substan- 
tially higher rates than is other income, and 
the distribution of the tax is not in accord- 
ance with a system of progressive rates. 
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“Where corporate profits are not distrib- 
uted, the income earned through the corpo- 
ration is in numerous cases taxed at highly 
favorable rates in comparison with business 
income earned through proprietorships or 
partnerships, and in comparison with other 
income. 


“Correcting the situation is not a simple 
problem. The prices of outstanding corpo- 
rate securities have become adjusted to the 
present tax system. A substantial reduc- 
tion of the so-called double tax would give 
undeserved windfalls to the many owners 
of these securities who purchased them un- 
der the expectation of taxes no more favor- 
able than those imposed under existing law. 
The future investment in new corporations, 
however, will depend on a prospect of in- 
come sufficient to pay both the corporate 
tax and the individual tax. 

“You are no doubt familiar with most of 
the proposed plans for revising the c 
tax structure. 


rporate 
At one extreme are proposals 
to repeal the corporate tax altogether. These 
proposals not only reflect a lack of political 
reality but also leave unsolved the problem 
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\ third proposal is te ‘rmit corpora- 


tions to deduct in whole or in part the divi- 
dends they pay on preferred stock and common 
stock in the same manner as bond interest 
is now deductible. This has been objected 
to in some quarters because of its resem- 
blance to the undistributed profits tax. 


< 


“Another proposed method is the partial 
exemption of dividends received by stock- 
holders so as to allow for the tax paid by 
the corporation. This has a number of dis- 
advantages, among them the fact that where 
the corporation succeeded in shifting its tax 
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the stockholder would be receiving a special 
tax reduction not available to anyone else. 


“Still another proposal is to treat the cor- 
poration tax as a withholding tax and to 
treat dividend income for tax purposes in a 
manner similar to salaries and wages. That 
is, the tax would be computed to the stock- 
holder on the basis of gross dividends before 
the withholding of tax and the stockholder 
would be given a tax credit for the tax 
withheld and paid on his behalf by the cor- 
poration. This method is followed in Great 
Britain. 

“There are, of course, many people who 
would prefer to make no change in the 
structure whatever, allowing the double tax- 
ation to continue but reducing its scope by 
reducing the corporate tax rate. These and 
ther methods of taxing corporations have 
been proposed and are under consideration. 
There seems to be wide disagreement even, 
and perhaps I should say particularly, 
among businessmen as to which method 
would in the long run have relatively the 
most desirable effect on the economy. 


Averaging of Income: “One reason for 
concern about corporation taxation is the be- 
lief that business expansion and the willing- 
ness to take risks are reduced thereby. This 
reason, as well as others, also underlies pro- 
posals for the more effective averaging of 
income over a period of years. The income 
accounting period under our income tax 
system is, of course, a twelve-month calen- 
dar or fiscal year. The accounting year is 
defective in that there are many items of 
income and expense which cannot readily 
be attributable to any specific one-year pe- 
riod. Perhaps more important is the fact 
that with the one-year accounting period 
fluctuating incomes commonly pay more 
taxes than if the same total amount of 
income is received in a steady stream. Con- 
ceivably, the taxes on widely fluctuating in- 
come may be more than the total income 
over a period of years. 


“Our tax system has already taken into 
account these defects by introducing ele- 
ments of averaging. Business incomes and 
losses are averaged to the extent that losses 
may be carried back for two years and car- 
ried forward for two years. There are also 
minor specific provisions, notably the option 
to lawyers and some other groups to aver- 
age income where income earned over a 
period of thirty-six months or longer is 
received in concentrated form. 


“Further extension of the averaging prin- 
ciple may be considered in postwar tax 


revision. Thus longer carryovers of busi- 
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ness losses have been proposed, although in 
part the lengthening of the period would be 
fer the purpose of replacing the two-year 
carryback which has proved defective in a 
number of respects. A carryover of losses 
is, of course, not the equivalent of complete 
averaging for businesses. Both individuals 
and corporations are subject to progressive 
rates and the effect of averaging is to pre- 
vent the bunching of income received in 
specific years and taxed, in the absence of 
averaging at higher bracket rates. Incomes 
from nonbusiness sources receive no tax 
relief from these carryovers. 


“A recent porposal is to allow a carryback 
and a carryover of unused exemptions some- 
what analogous to the carryback and carry- 
forward of business losses. ‘Thus, if a fam- 
ily in one year has income less than the 
personal and dependent exemptions, while 
in the next year it has income in excess of 
such exemptions and accordingly subject to 
tax, the unused exemption of the earlier year 
could be carried forward and offset against 
the taxable income of the later year. The 
carryback and carryover of unused exemp- 
tions would, of course, benefit only those 
individuals whose incomes in some years 
fall below the exemption level, but there are 
millions of such families. 


Capital Gains and Losses: “A particular 
type of income for which averaging has 
been proposed is capital gains. Capital gains 
taxed in the year of realization have often 
accrued over a long period of years. Aver- 
aging would spread the income and thus 
in some cases reduce the tax. Quite aside 
from averaging, however, a reexamination of 
the taxation of capital gains and losses may 
occur in connection with postwar tax revi- 
sion. Few provisions of the income tax law 
have been more frequently changed or given 
rise to more dissatisfaction than those re- 
lating to capital gains and losses. The story 
of the blind men and the elephant is pecu- 
liarly applicable to capital gains and losses. 
There are so many different ways of looking 
at them which affect the attitudes towards 
their taxation. Thus, one person watching 
the rise and fall in security values may con- 
clude that capital gains are not income at 
all but accretions to capital and that as such 
they should not be taxed. Another person, 
ohserving the fur coats, jewelry, entertain- 
ment, trips to Florida, and other expendi- 
tures being financed from capital gains will 
be convinced that capital gains are certainly 
income, at least in the minds of the people 
who receive them. A person whose job is 
to maintain investment portfolios in the best 
possible condition and who must constantly 
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buy and sell securities with this in mind 
will see in: the tax on capital gains an 
obstacle to sound investment policy. 


“A person who is sensitive to inequities 
may see in the failure ever to tax as income 
the capital gains which accrue on securities 
held until death, a major violation in the 
ability-to-pay principle. A person close to 
the security markets may conclude that the 
capital gains tax discourages the sale of se- 
curities and that it therefore accentuates and 
prolongs speculative booms. Another per- 
son, looking at the same situation, may 
conclude that the differentially low rate of 
capital gains taxation induces people to buy 
securities as the easiest way to make net 
income after taxes and thus causes or stimu- 
lates the boom. Still another person may 
think what happens to the stock market to 
be of little consequence to the country as 
a whole and accordingly would not let the 
effects of the capital gains tax on the market 
weigh much in his judgment. One person 
may deplore the inducement that the dif- 
ferentially low capital gains tax rate pre- 
sents to high-income executives, causing 
them to resign their positions and seek their 
fortunes by building up businesses of their 
own, which they may keep until death or 
sell subject to the capital gains tax rates. 
Another person may think this result is de- 
sirable in stimulating the growth of new 
businesses. Still other persons may be dis- 
tressed by the efforts—many of them suc- 
cessful—which are being made to transform 
ordinary income into capital gains and thus 
escape the higher rates. 


“Certainly none of the many proposals 
for changing the capital gains tax system 
would satisfy all of these people. It has 
been proposed to subject capital gains to 
full taxation, allowing full deduction for 
losses, with averaging over a period of years. 
It has been proposed to accrue the increases 
in value and the decreases in value and tax 
them prior to realization. It has been pro- 
posed to separate realized capital gains and 
losses completely from other income and to 
subject them to a separate rate schedule. 
It has been proposed to continue the present 
taxing method, on the one hand, with a 
longer holding period and higher rates, and 
on the other hand, with a shorter holding 
period and lower rates. Finally, it has been 
proposed to completely exempt capital gains 
from taxation. 


“The capital gains tax field thus does not 
appear to be a good place to take a dog- 








matic position. Perhaps it would be feas- 
ible to approach the problem through new 
methods of classifying capital gains, recog- 
nizing differences in assets, in the causes of 
the gains, and in their significance for the 
economy. 


Conclusion: “Any or all of the tax issues 
which I have discussed may arise in the 
consideration of postwar tax revision. It 
may be expected that most of them will 
come up for consideration. However, these 
are not all of the problems and not even all 
of the major problems which are likely to 
arise. Thus, for example, the question of 
taxing business operations carried on by 
tax-exempt organizations will no doubt be 
considered. There are also many minor 
substantive, technical, and administrative 
changes that will be proposed by taxpayers 
or others for consideration. 


“Tt is clear that the problems of taxation 
are not all behind us. The tax problems 
ahead have a serious bearing for the future 
of the economy. Tax policy involves more 
than a political struggle among economic 
groups to push the burden of taxes off onto 
each other. The future development of the 
economy, the intensity of booms and de- 
pressions, the size of business concerns, and 
the volume of business and employment 
may all be importantly affected, indeed, al- 
most certainly will be importantly affected 
by the sort of tax policies that are adopted 
for the postwar period. It is, accordingly, 
of great importance that tax issues be con- 
sidered in the light of the best economic 
knowledge. We should hope and strive to 
raise and keep the level of tax controversy 
above narrow self-interest and group inter- 
est and all work together to promote the 
national interest.” 


Our Cover: Thomas C. Atkeson’s ap- 
pointment as Assistant to the Commissioner 
of Internal Revenue took effect on Novem- 
ber 18, 1945. He has supervision over the 
research and _ statistical functions of the 
Bureau. Mr. Atkeson has served in the 
Internal Revenue Department since 1918 in 
various supervisory and technical capacities 
and at the time of his recent appointment 
was head of the Clearing Division. His col- 
lege training was taken at Alabama and 
Georgetown Universities. At the latter he 
received his Doctor of Philosophy degree 
and also served there as associate instructor 
in accountancy and business administration 
for two years. 
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in the Freld of Taxation 


C. E. D. Studies Taxes 


Postwar Taxation and Economic Progress. 
}{AROLD M. Groves. McGraw-Hill. 432 pages. 
$4.50. 

Whether we are heading for another 1929, 

continued prosperity, inflation or deflation 
(successively), Mr. Groves is not sure. Any- 
way, that is not the point of his book, but 
he is rather certain that the national tax 
system will have a pronounced effect on 
whichever period we are likely to find 
ourselves in and this book offers sugges- 
tions of the author and the Committee for 
I:conomic Development; to ameliorate mal- 
adjustments, stemming from the tax system, 
n either period. “. . . this study was under- 
taken to develop recommendations for a 
postwar tax system patterned genuinely in 
the public interest.” 


The book lays stress upon conserving 
resources, particularly human resources— 
“In the last analysis, the people of the 
country are its most important factor of 
production. The tax system should not 
impair the health or the morale of large 
numbers of citizens by cutting more deeply 
than is necessary into the income required 
tor adequate living standards or by impos- 
ing sales taxes on necessities.” 

The author does not, however, overlook 
business in his calculations— “. taxes 
levied directly upon business concerns, as 
such, are likely to restrain business activity 
more than corresponding taxes on individ- 
uals. Ordinarily a tax program will facili- 
tate production if it leaves business decisions 
as much as possible to business discretion. 
Tax consequences enter very heavily into 
many business decisions at the present time.” 

Mr. Groves delves into those mountainous 
stacks on statistics the Treasury Department 
compiles from the income tax returns, which 
the business man ordinarily does not see, 
doesn’t care to see and wouldn’t know what 
to do with them if he did find them in his 
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possession. Perhaps though, if those busi- 
ness men would probe a little into these 
figures they would come to understand a 
little better the job of collecting revenue 
by equitable methods. Right here is where 
this book can benefit those who would like 
to know better the economics of government 
finance. 


at 38 
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one thing to shout about an, 
economy run by its tax system as 
being a dog that is wagged by its tail,” 
and it is another thing to understand what 
is necessary to change it into a smooth 
working equitable functional organization. 


The theme of the book is echoed by a 
number of tax-planners and tax lecturers 
of the day. “We need a tax program that 
has some chance of permanent application. 
None will qualify on this score unless it is 
acceptable to the conscience of the Ameri- 
can people.” 


Dr. Harold M. Groves is recognized as 
one of the most able men working in the 
tax field. Now Professor of Economics at 
the University of Wisconsin, he has, in 
addition to years of study of tax require- 
ments, had first-hand experience in the prob- 
lems of public finance. He is a member 
of the Wisconsin Tax Commission, has 
served in both houses of the Wisconsin state 
legislature, and was chief of staff of the 
committee appointed at Washington to pre- 
pare a report on the fiscal relations of the 
states to the federal government. He is 
author of a number of books, including 
“Financing Government,” published in 1939. 


Estate and Gift Tax Supplement 
1946 Supplement to Federal Estate and Gift 
Taxation. RANDOLPH E, PAUL. Little, Brown 
and Company, Boston, 1946. 916 pages. 
$12.50. 
Mr. Paul, between his job as General Counsel 
to the Treasury Department and his recent 
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N ITEM OF INTENSE INTEREST 
!\to accountants everywhere is that New 
York and New Jersey have finally joined 
the uniform examination system operated by 
the American Institute of Accountants. Law- 
yers, bankers and many others, including 
the Treasury Department, are also con- 
cerned. From now on, they will know that 


a certified public accountant has passed the 
same examination, no matter where he took 
it, with the exception of a couple of real 
die-hard states. 





New York and New Jersey were the first 
states to require a college degree as a pre- 
requisite for taking the examinations. Edu- 
cational requirements are still widely vari- 
ant, but few who lack a college education 
will pass the uniform examinations. But we 
doubt if human nature will change. You'll 
still hear complaints about the unfairness of 
the examinations. Such complaints almost 
always come from those who lack proper 
preparation. Occasionally, but very rarely, 
a complaint has a genuine basis. 


Writing this in Long Beach, a California 
city surrounded by oil derricks, we are re- 
minded of one unfounded complaint which 
we dealt with in the old Shop, many years 
ago. The New York Certified Public Ac- 
countants Board gave a problem in the ex- 
amination on oil well accounts, involving 
depletion. Long and loud were the wails 
from the majority of candidates. It might 
be all right to ask such a question in Okla- 
homa, or California, or Louisiana. But not 
New York. As we pointed out at the time, 
some of the oldest oil wells in the world 
are still producing around Jamestown, New 
York. A New York certificate is not given 
for Brooklyn or Albany or Utica. It is 
state-wide. 


TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


Two more states join uniform exam 
system for accountants. 


Today, accountancy is more interstate in 
nature. Certified public accountants are 
obliged to go anywhere, audit any books, 
and prepare tax returns therefrom, So we 
are studying depletion, and finding the re- 
cent Supreme Court decisions in the Kirby 
and Crawford cases most instructive. These 
decisions were discussed by Mr. Appelman 
in the April issue. 


A Minister Writes 


For the first time in our recollection, we 
have a contribution from a minister. Paul 
Henneges read an article by Godfrey Nel- 
son in the New York Times for February 
10 and sent us his comments thereon, which 
we present herewith. 


“Nelson says: ‘It has been stated that 
business enterprises, by operation of the 
carry-back provisions, can profit by work 
stoppages or strikes.’ 

“IT would reply that this claim is false. 
3usiness enterprises will not profit by a work 
stoppage. Nelson calls this claim a half- 
truth and upon this we could certainly agree. 

“The carry-back provisions operate only 
to reduce losses or partially to compensate 
for them. In the case of General Motors, 


a drop in net income from $250 million to 
$200 million would result, after taxes, in a 
net loss of only 8% million dollars. The net 
loss without the carry-back provisions (after 
In both 


taxes) would be 30 million dollars. 
cases there is a 
loss. What liber- 
als and unionists 
claim is that the 
corporation may 
be willing to take 
this small loss in 
the hope of gain- 
ing a long-run ad- 
vantage in the 
field of labor re- 
lations. They also 
claim that it is 
a factor which helps to strengthen the eco- 
nomic power of large corporations, espe- 
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cially as compared to the economic strength 
of unions. 


“The carry-back provisions are, of course, 
only one factor in a complex picture and 
should not be emphasized to the neglect of 
other important factors. To me the largest 
issue is’ the question of justice in the pro- 
duction and distribution of wealth. This is 
a difficult problem, involving a good deal of 
subjective judgment, but an extremely im- 
portant one, nonetheless.” 


Taxes and Greek Legends 


There is an ancient Greek legend about 
the Gordian knot. This mythical snarl was 
so intricate that no one could unravel it, and 
the prophesy stated that he who did so 
would rule the world. Finally Alexander 
the Great attempted to unravel it. Failing, 
he cut it. He did rule the world, but only 
briefly. Have our tax laws become a Gor- 
dian knot? 

We will admit to begin with, that no tax 
can be impartial. Some inequities will ap- 
pear. But why all the exceptions and spe- 
cial rules? Some rules favor some groups; 


others seem to be especially designed te 
penalize. 


We quote the CCH Federal Tax Course, 
page 1239: “Taxation is devoid of any moral 
angle.” Is this necessary? Further, “Tax 
law is not concerned with economic jus- 
tice’. Why? Try to answer those questions. 
Somehow tax simplification should be pos- 
sible to a nation that led in atom fission. 


Let’s take two cases. Ina certain city an 
attempt is now being made to find new 
sources of revenue. Municipal amusement 
taxes are among the kinds mentioned. Yet 
it is notorious so that in this city property 
of every kind is selling currently at from 
fifty to two hundred and fifty per cent of 
its assessed valuation. Why not honest val- 
uation? The city could actually lower the 
millage and increase revenue that way. But 
no! A new tax must be added to the mental, 
rather than the financial, worry of the tax- 
payers, Cynics remark that the new tax 
would mean at least a half dozen new places 
on the city payroll to administer the new 
tax. A revision of the old would yield no 
patronage. 


Now let us consider Regulations 109, Sec. 
30.733-2, which permits capitalization of ad- 
vertising expenditures. Just who got that 
into the law? Sufficient that it is there, 
adding a totally unnecessary complication. 
Doubtless a few large corporations and their 
advertising agents have gained. Further- 
more, rumor has it that some have already 


Talking Shop 


noted a boomerang in the election, made so 
gleefully a few short years ago. 


Thirty years ago by chance we got a job 
with an accountant instead of an advertis- 
ing agency and this determined our whole 
future. And the second article we had pub- 
lished, in November 1924, was titled, “The 
Audit of an Advertising Agency”. We are 
not going into the economic or moral phases 
of advertising. We disagree vehemently 
with a parlor pink of our acquaintance that 
all advertising should be prohibited. We 
agree heartily with many that there is much 
unpleasant, or even unnecessary, advertis- 
ing. We also believe that some advertising 
should be done where none is done now. 


But why capitalize expenditures? Is there 
anything more transitory than goodwill cre- 
ated by advertising? The Securities Exchange 
Commission scrutinizes goodwill with spe- 
cial care when it crops up on a balance 
sheet. Bankers have traditionally taken it 
at a sharp discount, when they did not blue- 
pencil it entirely. Go back to 1917 and 1918 
for the way the Treasury treated it for the 
then excess profits tax base. 


The capitalization of such expenditures is 
nothing new. As a student under John Mad- 
den in 1916, we recall the question being 
raised in class, and the almost contemp- 
tuous way in which he dismissed it. “Just 
an attempt to bolster a weak balance sheet. 
No auditor should countenance it.” (Those 
were not his precise words, but it was his 
meaning.) Nothing the good Dean ever 
taught us was wrong. 


Some ten years ago, we recall an attempt 
to put a Federal excise tax on advertising. 
Look for a revival of it. 


Another Greek myth tells of Antaeus, who 
became tenfold stronger each time he came 
in contact with the primal source of his be- 
ing, Mother-earth. When Hercules fought 
Antaeus he had to hold him suspended in 
the air while he strangled him. Only thus 
could the earth-giant be overcome. 


There is a truth in this ancient myth 
which we would do well to heed. Oliver 
Goldsmith wrote: 


“Tll fares the land to hastening ills a prey 
Where wealth accumulates and men decay. 
But a bold peasantry, a country’s pride 
When once destroyed, can never be supplied.” 


The trend away from the farm, tempo- 
rarily checked during the thirties, got new 
impetus during the war, and there is no 
evidence of returning G. I.’s flocking back 
to the farms. And just as men have gotten 
away from the earth, so have taxes. Con- 
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stantly new and heavier taxes on all sorts 
of things have been devised and enacted. 
The basic tax of all, on realty, is a decreas- 
ing proportion of the total tax burden. 
Although the burden of land taxes is oner- 
ous in many instances, and inequities exist, 
there should be more consideration given 
the simple property tax, The Shoptalker is 
not a Single Taxer but right now his opin- 
ion is that the growth of Henry George 
schools throughout the nation will continue; 
and tax legislators and administrators had 
better study up. They will need to be well 
grounded (pun intentional, and no apologies) 
in the single tax on land. You can’t refute 
arguments if you don’t know what you're 
talking about. 


Excise Miscellanea 

As close as we can figure it, there are 
over sixty (60) taxes administered by the 
Bureau of Internal Revenue. Taxperts how- 
ever aS a group are primarily interested in 
those imposed on or measured by income. 
Quite naturally they overlook many of the 
minor excises. 


Thousands of firearms have been brought 
into the United States of America by re- 
turning veterans. Theoretically at least, the 
military authorities granted permission to 
take them from foreign parts, and the Cus- 
tom authorities allowed them to enter. But 
the possessor also has the duty to register 
them with the Collector of Internal Reve- 
nue. Internal Revenue Code, Sec. 3261. 


And if T, C. Bonshall, president of the 
Bank of Virginia, has his way, there will 
soon be another tax, to harrass both the col- 
lector and payor. The Richmond banker 
wants a special tax on business to be used 
wholly to finance education. A laudable 
purpose, which is being studied by the 
Committee on Education of the United 
States Chamber of Commerce. But isn’t 
there some better way of financing better 
education? 


Blimey! 

The British are law-abiding people but 
that does not mean that they do not have 
plenty of criminals. The gangs of Glasgow 
are just as tough as any gas-house mob in 
New York. And their income-tax evaders, 
and black-marketeers, are just as clever, if 
less numerous. Witness this from the New 
York Times of March 5th. Racketeers, 
faced with check-up by the Inland Revenue 
as to the sources of their affluence, are buy- 
ing rare stamps at high prices. Then they 
do one of two things. They easily smuggle 
the valuable bits of paper out of the country, 
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proceeds to be used later; or re-sell them at 
a loss, deposit the proceeds and claim that 
they acquired the stamps many years ago, 
leaving the law to prove the contrary. Such 
people come from the same ancestry as the 
majority of us; whether we or they like it 
or not. 


A Movie Tax Question 


Thanks to Carl Oppenheimer, a Holly- 
wood certified public accountant, we high 
spot his discussion of a movie tax question. 
The movie industry quite regularly organ- 
izes a separate corporation for each picture. 
Immediately after production is completed, 
the corporation is dissolved. The stockhold- 
ers report their gains on dissolution as long 
term capital gains, since a production rarely, 
if ever, takes less than six months. 























Revenue agents are not at all satisfied 


with this. Two big questions have been 
raised. The first will be whether the so- 
called capital gains are not, in reality, com- 
pensation for personal services, Mr. Oppen- 
heimer deems this merely an opening wedge 
for the second question, namely, disregard 
of corporate entity. 


For this question, our contributor cites 
the following, and advises all interested to 
keep a bright lookout for rulings and de- 
cisions. 


(1) 


New York University. Tax Law Re- 
view Oct. 1945, article by George 


Cleary 

(2) Yale Law Journal, Vol. 44, pp. 435, 
436 

(3) Virginia Law Review, Vol. 30, p. 398 


(4) 


Excuzit Pliz 


We don’t know how the error occurred, 
but we sure thank Frank Hill, lawyer, for 
calling our attention to it. The problem 
shown on page 160 of the February Shop 
should have plainly stated that the lease was § 
cancelled at the end of nine years. Anyhow, @ 
the problem was printed as though the lease 
expired at the end of ten years, which nat- 
urally makes all the calculations look foolish. 


[The End] 


Court Holding Co., 45-1 ustc § 9215 
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INTERPRETATIONS 


Court... Administrative 


SUPREME COURT 


Refunds and credits: AAA tax refund: 
Counterclaim for debt owing RFC.—In an 
action for refund of AAA taxes, the Govern- 
ment was allowed to offset against the re- 
fund claimed a debt owing by taxpayer to 
the RFC. The authority of the Government 
to plead counterclaims under 28 U. S. C. 
250(2) applies with equal force to debts 
owed to the RFC, and the fact, as contended 
by the taxpayer, that the Comptroller ex- 
ceeded his authority in directing the Treas- 
ury to pay the refund to the RFC and not 
to taxpayer in no way limited the jurisdic- 
tion of the Court of Claims to hear and 
determine the counterclaim. Sup. Ct. Cherry 
Cotton Mills, Inc., Petitioner, v. The United 
States. 46-1 ustc § 9214. 


APPELLATE AND LOWER 
COURTS 


When gross income reported: Pension 
trust payments: Uncashed checks not re- 
turned: Constructive receipt of income.— 
Where taxpayer refused to sign application 
for retirement pay and pension checks sent 
him after he left the company were not 
cashed or returned, it is held that he con- 
structively received the proceeds thereof, 
since the amounts for which the checks were 
drawn were made unconditionally available 
to him in satisfaction of an obligation of 
his debtor. It was accordingly held that the 
amount represented by the checks so re- 
ceived was taxable income for the year when 
the checks were received. Commissioner v. 
Giannini, 42-2 ustc J 9595, 129 Fed. (2d) 638, 
distinguished. CCA-2. William Archibald 
Hedrick, Petitioner, v. Commissioner of Inter- 
nal Revenue, Respondent. 46-1 ustc § 9214. 


Gross income: Family trusts: Retention 
of broad powers of management: Modifica- 
tion: Change of beneficiaries.—Taxpayer as 
grantor created separate but similar trusts 
for the benefit of his three children, ex- 
pressly reserving, in addition to broad pow- 
ers of management, the right to modify or 
alter the trust agreements, including the 
power to change the beneficiaries of the 
income and principal and to increase or 
decrease their beneficial interests. Although 
taxpayer could by no possibility take any 


Interpretations 


* 


part of the corpus or income, it was held 
that he was the owner of the trust property 
for the purposes of Code Sec. 22(a). CCA-2. 
Nelson Littel, Petitioner v. Commissioner of 
Internal Revenue, Respondent. 46-1 ustc 
T 9232. 


Deductions: Toll calls; traveling and en- 
tertainment expenses: Expenditures by 
stockholder-officer of corporation. — Toll 
charges, railroad fares, entertainment ex- 
penses and expenses of attending meetings 
of a local Chamber of Commerce were not 
deductible as ordinary and necessary busi- 
ness expenses by taxpayer who was a vice 
president of a large corporation by whom 
he was employed, and was also president 
and treasurer of a family corporation of 
which he and his wife had a 34% stock 
ownership, where it was not shown that he 
was engaged in any business or was required 
to make such expenditures by the corpora- 
tions. Nor were such expenditures in the 
category of those items of expense which a 
substantial stockholder engaged in conserv- 
ing and enhancing his estate would ordi- 
narily incur within the purview of Code Sec. 
23(a)(2). CCA-2. A. Augustus Low, Peti- 
tioner, v. Joseph D. Nunan, Jr., Commissioner 
of Internal Revenue, Respondent. 46-1 ustc 
{ 9208. 


Distributions by corporations: Exchange 
of stock for debentures: Interest v. divi- 
dends.—During the taxable year taxpayer 
amended its charter so as to authorize the 
issuance of class A debentures in exchange 
for all of its old preferred stock, and the 
issuance of class B debentures in exchange 
for most of its old class A common stock. 
The debentures were all payable on or before 
December 30, 1955, and were subordinate 
to the claims of general creditors. The class 
A debentures called for interest at 5 per 
cent per annum and the class B debentures 
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called for interest at 50 per cent per annum, 
both payable quarterly. In case of default 
for one year the class A debentures were 
entitled to cast one vote and the class B 
debentures 25 votes for each $100 debenture. 
The Tax Court having found that the class 
A debentures represented an indebtedness, 
and interest paid thereon was deductible, 
whereas the relationship created by the class 
3 debentures was proprietary rather than 
that of debtor-creditor, and interest paid 
thereon was not deductible, it is held by 
the Circuit Court that such holdings are 
conclusive, since the Court lacks jurisdiction 
to consider the question as one of law. The 
doctrine of Dobson v. Commissioner, 320 U. S. 
489, 44-1 ustc § 9108, was applied. CCA-3. 
Elliott-Lewis Company, Petitioner, v. Commis- 
sioner of Internal Revenue, Respondent. Com- 
missioner of Internal Revenue, Petitioner, v. 
Elliott-Lewis Company, Respondent. 46-1 
ustc J 9216. 


Gross income: Exclusions: Life insur- 
ance: Beneficiary electing installments.— 
Under Code Sec. 22(b)(1), amounts received 
under a life insurance contract paid by rea- 
son of the death of the insured, whether in 
a single sum or otherwise, are not includible 
in gross income. Accordingly, where tax- 
payer, as beneficiary, exercised policy op- 
tions to receive installment payments of life 
insurance proceeds, the amount by which 
each installment exceeded the aliquot part 
of the proceeds of the policies did not con- 
stitute taxable income. Com. v. Pierce, 146 
Fed. (2d) 388 (CCA-2), 45-1 ustc § 9123, 
followed. One dissent. CCA-3. Lucy G. 
Law, Plaintiff-A ppellee, v. Walter J. Rothen- 
sites, Collector of Internal Revenue, Defend- 
ant-Appellant. 46-1 ustc § 9224. 


Deductions: Losses: Sale of gift prop- 
erty held for profit: When allowed.—An oil 
painting acquired by taxpayer as a gift was 
sold at auction for $30 after he paid an 
artist $100 for his services in cleaning and 
preparing it for sale. Taxpayer failed to 
prove a basis on his claimed loss, which 
was therefore disallowed, but it is held that 
the fact that he spent the $100 indicated 
that the transaction was entered into for 
profit, and that amount is allowed as a 
deduction under Code Sec. 23(e)(2), since 
the sale price of the picture only equalled 
the auctioneer’s charge. CCA-3. Henry B. 
Twombly, Petitioner, v. Commissioner of In- 
ternal Revenue, Respondent. 46-1 ustc ¥ 9228. 


Partnerships: Husband and wife: Gift to 
wife of stock: Conversion to partnership: 
Control by husband.—Where taxpayers, be- 
ing owners of all the stock of a corporation 
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engaged in manufacturing and selling furni- 
ture, gave portions of such stock to their 
wives, and subsequently dissolved the cor- 
poration and transferred the business to a 
marital partnership consisting of themselves 
and their wives, the Tax Court’s findings 
that such gifts of stock were made pursuant 
to a plan to form the partnership, that the 
wives made no real contribution to its capi- 
tal, and that there was no interruption in 
the business, which continued as before un- 
der the management of taxpayers who cre- 
ated the income, were supported by 
substantial evidence. Accordingly, the in- 
come of the partnership was taxable to the 
husbands alone. Rule in Dobson v. Com- 
muisstoner, 320 U. S. 489, 44-1 ustc { 9108, 
applied. CCA-6. O. William Lowry, Peti- 
tioner, v. Commissioner of Internal Revenue, 
Respondent. Charles R. Sligh, Jr., Petitioner, 
v. Commissioner of Internal Revenue, Re- 
spondent. 46-1 ustc § 9227. 


Basis for gain or loss: Stock exchanged 
for unsecured demand note under 77B pro- 
ceedings: Whether a “security.”—Where in 
1940 taxpayer sold shares of stock which 
it had obtained in 1935 in exchange for an 
unsecured demand note pursuant to a plan 
of reorganization of taxpayer’s debtor under 
Sec. 77B of the Bankruptcy Act, it was held 
that the note was not a “security” within 
the meaning of either Sec. 112(b)(3) of the 
Revenue Act of 1934, or Sec. 112(1) as added 
to the Code by Sec. 121(b), 1943 Act, and 
accordingly did not carry over and become 
the basis of the stock. CCA-9. Pacific 
Public Service Company, a Corporation, Peti- 
tioner, v. Commissioner of Internal Revenue, 
Respondent. 46-1 ustc § 9223. 


Family trusts: Grantor-trustee: 
general powers of management: Control 
over distribution: Effect of state court’s 
reformation to eliminate revocable feature. 
—Where taxpayer, as grantor and trustee 
of two trusts established for his children, 
retained unlimited control over the corpus 
and income, including the right in his sole 
discretion to terminate the trusts when a 
beneficiary reached a certain age or to ex- 
tend the trust for the lifetime of the bene- 
ficiary, and thus prevent her from coming 
into the full enjoyment of the corpus, and 
also the right to modify the terms of the 
trust, it was held that he was liable for 
income from the trusts under Sec. 22(a), 
notwithstanding that in an adversary pro- 
ceeding later instituted before a state court 
the trust instruments were reformed by 
striking out the privilege of grantor to mod- 
ify or revoke any part thereof. CCA-10. 
Peter Sinopoulo, Appellant, v. H. C. Jones, 


mh 


Broad 


May, 1946 e TAX E S—The Tax Magazine 








furni- 

their 
e cor- 
s toa 
selves 
idings 
rsuant 
at the 
3 Capi- 
ion in 
re un- 
oO cre- 
d by 
he in- 
to the 
Com- 
{ 9108, 
, Peti- 
venue, 
itioner, 


e, Re- 


nanged 
B pro- 
here in 
which 
for an 
a plan 
- under 
as held 
within 
of the 
; added 
ct, and 
become 
Pacific 
n, Peti- 
evenue, 


Broad 
Control 
court’s 
feature. 
trustee 
hildren, 
corpus 
his sole 
when a 
r tO €x- 
ie bene- 
coming 
yus, and 
; of the 
ible for 
, Lata 
iry pro- 
te court 
med by 
to mod- 
CCA-10. 
~. Jones, 


lagazine 


| pacities: 


) phis, Tennessee, Executor, Plaintiff, v. 
Henslee, Collector of Internal Revenue for the 


| District of Tennessee, Defendant. 
§ 9226. 





Collector of Internal Revenue, Appellee. 46-1 
ustc § 9220. 


Suit for refund: Evidence misconstrued: 
Affecting issue of exemption under Sec. 
101(14).— Where, on a previous hearing of a 
suit for refund in which it was decided by 
the District Court (reported at 45-2 ustc 
§ 9384) that taxpayer was not “organized” 
within the meaning of Sec. 101(14), Act of 
1928, so as to be exempt thereunder, the 
Court stated in its opinion that a certain 
document admitted in eviderice was part of 
an agreement, such statement, being erro- 
neous, is withdrawn. DC N. Y. Sun-Herald 
Corporation, Plaintiff, v. William Duggan, In- 
dividually and as former Collector of Internal 

evenue for the Second District of New York, 
Defendant. News Publishing Company of 
Baltimore City, Plaintiff v. William Duggan, 
Individually and as former Collector of Inter- 
nal Revenue for the Second District of New 
York, 46-1 ustc § 9221. 


Estates and trusts: Executor-trustee ca- 
Estate during administration: 


When income not distributable to testamen- 


tary trust beneficiaries.—Taxpayer, who was 


designated in the will as executor and as 
trustee, was under no obligation to pay over 
or credit any income of the estate to the 
testamentary trust beneficiaries while acting 


/ as executor where the estate was in proc- 


ess of administration during the taxable pe- 


| riod, even though under state law the income 


was to accrue to the beneficiaries from the 


_ date of death of the testator, since (1) the 


trustee had no property of the estate in its 
hands in the capacity of trustee, (2) the 


' will provided that payment of the income 
| should be made by taxpayer as trustee and 
/ not as executer, and (3) no part of such 
> income of the estate was distributed or cred- 
ited to the beneficiaries or the trustee. Ac- 


cordingly, it was held that Code Sec. 162(b) 
was not controlling on a claim for refund by 
the executor. DC Tenn. Estate of Hugh 
C. Smith, The First National Bank of Mem- 
Lipe 


46-1 UsTC 


TAX COURT 


Accounting periods and methods: Where 
no books are kept: Informal records: Cal- 


» endar v. fiscal year basis.—The requirement 
» of Code Sec. 41, that a taxpayer must keep 


books if he wishes to use a fiscal year basis, 
is not satisfied by the keeping of informal 


) records in a file in combination with some 


summary sheets incorporated in a_ binder 
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marked “ledger.” 
keep books as required by that section, he 
did not have the right under the statute 
to report his income on the basis of a fiscal 


Since taxpayer did not 


year. Accordingly, it was held that the 
Commissioner did not err in determining 
the deficiencies against taxpayer on the ba- 
sis of calendar years. Max H. Stryker, CCH 
Dec. 9714, 36 BTA 326, followed. Louis M. 
Brooks v. Commissioner, CCH Dec. 15,035. 


Filing returns: Capital stock tax return: 
Presumption of receipt: Post office depart- 
ment as agent: Regulations construed.— 
The Commissioner determined in the defi- 
ciency notice that taxpayer had failed to 
elect, in a capital stock tax return filed 
before the expiration of the statutory filing 
period on July 31, 1940, to declare a value 
for its capital stock, under Code Sec. 1202(e), 
as added by Sec. 301 of the Revenue Act of 
1939. Taxpayer, on the other hand, claimed 
that it mailed its capital stock tax return, 
containing election declaring value for its 
capital stock, at Tulsa, Oklahoma, in time 
for it to be received by the collector in 
Oklahoma City, Oklahoma, within the statu- 
tory period for filing. The return could 
never be found by that office. The method 
of handling and examination of the mail was 
proven, tending to show the small chance 
of the return’s being lost after receipt, and 
that a particular section of that office (the 
miscellaneous tax division) handled about 
10,000 returns a month, and in three years 
had lost only one return. It was taxpayer’s 
position that by the promulgation of Regu- 
lations 64, Art. 36, the Commissioner made 
the Post Office Department his agent, so 
that mailing of the return in Tulsa was the 
act of filing. The Tax Court held that the 
Post Office Department was not the agent 
of the Commissioner of Internal Revenue 
for delivery of the return, and that the pre- 
sumption of receipt arising from mailing 
is insufficient to overcome the presumption 
of correctness of the Commissioner’s de- 
termination that no election had been filed 
by the necessary date. Crude Oil Corpora- 
tion of America v. Commissioner, CCH Dec. 
15,063. 


Gross income: Percentage of gas and oil 
runs: Purchase price: When payments not 
“net profits”: Economic interest: Construc- 
tion of agreement.—As consideration for 
certain of its stock, taxpayer agreed to pay, 
over a period of 20 years, certain percent- 
ages of the oil and gas produced under its 
7g working interest in oil and gas leases, 
after deducting certain expenses. The pay- 
ment of percentages was the only recourse 
of the parties who transferred the stock, 
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it being expressly agreed that there should 
be no personal liability against taxpayer on 
the purchase of its stock for the whole 
amount stipulated to be paid as purchase 
price with interest. Under the terms of the 
agreement it was provided that for 20 years 
the seller of the stock receive 11% of tax- 
payer’s present interest in the oil and gas 
runs from its leasehold estates, after deduct- 
ing all legitimate operating and develop- 
ment expenses. The oil run payments were 
described as security, and it was provided 
that all such payments should first be ap- 
plied to interest and the excess then be 
credited on the principal indebtedness. In 
case such percentage payments failed, within 
20 years, to pay the stipulated amount of 
indebtedness, the remaining unpaid portion 
thereof was to be automatically cancelled, 
whereas any excess of percentage payments 
over such indebtedness was to belong to 
the recipient as additional consideration. 
Complete operative control was reserved to 
taxpayer during such 20 years, after which 
time the interest in the oil runs reverted to 
it. On a finding by the Tax Court that 
the consideration for the stock was the oil 
and gas interest, and not the agreement to 
pay the stated amounts of the stipulated 
purchase price, it was held that the percent- 
age of oil runs involved was not in the first 
instance income to taxpayer, but represented 
an investment in the oil in place acquired by 
the seller of the stock; that, while a mere 
covenant to pay “net profits” does not con- 
vey an economic interest, here the agree- 
ment was not merely to share profits; that 
primarily there was conveyed an interest in 
oil and gas produced which carried a de- 
pletable economic interest. Accordingly it 
was found unnecessary to consider taxpay- 
er’s alternative claim that the payments be 
considered as deductible interest on its pur- 
chase obligation. Gilcrease Oil Company v. 
Commissioner, CCH Dec. 15,046. 


Family partnership: Personal service 
business: Nominal contributions by wife 
and son: Realities of case considered.— 
During the taxable year taxpayer, his wife, 
and his son (the latter being 20 years of 
age), executed an agreement which provided 
that they should be partners in the conduct 
of the business of manufacturers’ representa- 
tives for the sale of production tools which 
previously for many years had been the busi- 
ness of taxpayer, a licensed engineer. Al- 
though the capital of the partnership to be con- 
tributed was fixed at $2000, one-half of 
which was attributable to taxpayer and the 
balance equally between the wife and son, 
the partnership recorded an opening capital 
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of cash, $9,651.87, an automobile, $1,901.88, 
and office equipment of $1,618.57, all of 
which had previously been acquired by tax- 
payer himself. Under the agreement tax- 
payer was required to devote all of his time 
to the business but the wife and son were 
to give only such services as should be 
determined by taxpayer. The son attended 
school and worked at the office only during 
vacation, although he drew a salary from 
the partnership the year around. After he 
graduated he was employed by another firm, 
since it was felt that this experience would 
be beneficial to the partnership later, but it 
was not until three years after the agreement 
that he engaged in business with taxpayer, 
It was found by the Tax Court that the 
wife and son made no appreciable contribu- 
tion of services or new capital to the per- 
sonal service business of taxpayer, that no 
changes of a material nature was wrought 
by the agreement, and that it would be a 
departure from reality to regard either as 
having justified his participation in the part- 
nership profits. Accordingly taxpayer alonc 
was taxable on the income of the business 
for the year involved. Commissioner v. 
Tower, decided by the Supreme Court, Feb- 
ruary 25, 1946, reported at 46-1 ustc J 9189, 
followed. William G. Harvey v. Commis- 
stoner, CCH Dec. 15,068. 


Estates and trusts: Income credited to 
beneficiaries by executor: When beyond 
control: New York law construed as to Sec. 
162(b).—Taxpayers, executors of the last 
will and testament of decedent, credited cur- 
rent income on the books of the estate to 
beneficiaries who were residuary legatees 
under the decedent’s will. The several dis- 
tributions of income were so credited under 
circumstances which rendered them con- 
stantly available to the beneficiaries on de- 
mand. Substantial amounts in cash were 
withdrawn from the accounts. The method 
of so treating the distributions was approved 
by decree of the Surrogate settling taxpay- 
ers’ accounts as executors. The beneficiaries 
reported such distributions on their income 
tax returns. Ona finding by the Tax Court 
that the executors were fully justified in 
crediting to the beneficiaries the entire net 
income received by the estate during the 
taxable years, and that such credits, when 
made, were beyond recall by the executors, 
it is held that they are entitled to deduct 
the amounts distributed under the provisions 
of Code Sec. 162(c). Deductibility of such 
income is, however, not sustainable on the 
theory of income “which is to be distributed 
currently by the fiduciary to the beneficiary” 
under paragraph (b) of that section, as 
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claimed by taxpayers in the alternative, by 
virtue of Sec. 17-b of the Personal Property 
Law of New York which provides for the 
distribution of income earned during ad- 
ministration to the beneficiaries of a residuary 
estate if the will contains no express pro- 
vision to the contrary, since that statute 
serves Only to determine and identify the 
character and status of the estate’s income 
during administration. Estate of Andrew J. 
Igoe, Peter Igoe and James J. Igoe, Executors 
vy. Commisstoner, CCH Dec. 15,062. 
















Gross income: Exclusion: Treaty with 
France: Meaning of “private pensions and 
life annuities’: Income and testamentary 
trust—Article IX of the Convention on 
Double Taxation between the United States 
and the Republic of France, executed Janu- 
ary 1, 1932, proclaimed April 16, 1935, and 
effective January 1, 1936, provides that in- 
come consisting of “private pensions and 
liie annuities” paid in one country to a citi- 
zen of the other country residing there is 
exempt from tax in the former country. 
Since this treaty was modeled on a draft 
similar to that of the League of Nations, 
which was concerned with the taxation of 
the purchased or contractual type of annu- 
ity, it was held that sums paid to citizens 
and residents of France in the taxable years 
1941 and 1942 pursuant to a decedent’s will, 
which were payable only out of a testa- 
mentary trust, were not “life annuities” 
within the meaning of the treaty. Likewise, 
such amounts could not be characterized as 
“pension” payments, although the person in 
France receiving them had been in the em- 
ploy of the decedent for a number of years 
prior to the decedent’s death, since there 
was no indication in the will that the pro- 
vision for such payment was made in con- 
sideration for past services, the occasion for 
the payments being the death of the dece- 
dent and not the employee’s disability or 
arrival at an age for superannuation. The 
payments were, therefore, held not exempt. 
Henry H. Kimball, Trustee u/w Annie B. 
Webb v. Commissioner, CCH Dec. 15,039. 









































































































































Excess profits tax: Abnormalities in in- 
come in taxable year: Sec. 721 relief 
allowed.—Taxpayer was engaged in the 
manufacture of milling machines. It was 
incorporated in 1905 and produced its first 
machine in 1906. It later manufactured 
other models of the original type. In 1935 
taxpayer became convinced that its machines 
were outmoded and proceeded, through its 
officers, to create, design and manufacture 
anew type of miller calculated to perform 
functions greater in extent and different in 
character from those performed by the old 
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machines. During the period from 1936 to 
1940, inclusive, large sums were spent in 
experimenting with and developing the new 
model, which became commercially success- 
ful in 1940 and thus served its desired pur- 
pose. Fifteen or more new constituent parts 
were invented, and adapted and articulated 
in the new model, which bore only a super- 
ficial resemblance to the old type. Taxpayer 
received gross income from the sale of such 
new machines in 1940, in excess of the 125 
per centum of the average amount of the 
gross income of the same class of the four 
previous taxable years, as required by Code 
Sec. 721(a)(1). The Tax Court sustains 
taxpayer’s contention that its income derived 
in 1940 from the new machines should be 
decreased by excluding therefrom the por- 
tion of the net abnormal income attributable 
to the period from 1936 to 1939, inclusive, 
by reason of the expenses incurred and dis- 
bursed in the development of the new 
machines. 


The main issue considered by the Tax 
Court was whether the work of creating, 
designing, experimenting with and testing 
the milling machine was a routine activity, 
customarily required in the conduct of tax- 
payer’s business and consistent with its pre- 
vious experience, or whether it constituted 
a radical departure from the art and meth- 
ods of manufacture employed by taxpayer 
theretofore and thus produced a new and 
different machine having little relation to 
the old product. The Commissioner argued 
that taxpayer was engaged in only a single 
activity, “manufacturing,” and that no pro- 
vision has been made in the regulations for 
the division of income therefrom into classes 
of income derived from the manufacture of 
each individual product. His position was 
that the production of the new machines 
was but a process of improving the old 
machines. To this the Tax Court answered 
that the generic term “manufacture” might 
cover many separate and wholly distinct 
activities or operations. In this case only 
the income which arises from the “explora- 
tion, discovery, prospecting, research or 
development of tangible property, patents, 
formulae, or processes, or any combination 
of them extending over a period of 12 months” 
occasions the application of the statute. The 
statute deals with the source of the income, 
not the character of the taxpayer’s activities, 
whether they be single or multiple. The 
property of taxpayer was developed in order 
to enable it to carry on its business. The 
abnormal income was derived from the sale 
of that property. It was accordingly held 
that the facts in the case bring it within 
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the broad scope of Sec. 721(a)(2)(c), that 
taxpayer is entitled to compute its income 
as provided in Sec. 721(c), and it is entitled 
to exclude from its excess profits net income 
the net abnormal income therefrom attribu- 
table to the years 1936 to 1939, inclusive, as 
provided by that latter section. 

It was further held that only such income 
as was received in 1940 from the sales of the 
new machines may be considered in com- 
puting the exclusion from taxpayer’s excess 
profits net income, other activities of tax- 
payer, such as.job work, repair parts, etc., 
being incidental operations and not con- 
tributing to the income from the manufacture 
of the new machines. After adopting the 
gross profit for the year 1940 as the base, 
the net abnormal income for that year was 
determined under Sec. 721(a)(3) to be 
$72,053.61. Improvement in business con- 
ditions and growth in the volume of sales 
for 1940 over the period 1936 to 1939, in- 
clusive, was agreed to be the factor 2.6152, 
whereby it was further determined that 
$27,551.85 of taxpayer’s net abnormal income 
(not due to improved business conditions) 
was fairly attributable to the expenditures 
taxpayer made during the period 1936 to 
1940, inclusive, in bringing the machines to 
commercial production. Of this amount it 
was found that 35.79 per cent must be attrib- 
uted to 1940, and the balance to the prior 
years 1936 through 1939. W. B. Knight 
Machinery Company v. Commissioner, CCH 
Dec. 15,038. 


Recognition of gain or loss: Reorganiza- 
tion v. complete distribution: Application 
of Sec. 112(g)(1)(D): Taxable dividend.— 
Corporation A in 1941 was engaged in three 
lines of business. In July of that year it 
sold two branches of its business outright 
for cash and marketable securities. There- 
after, it conducted the third branch—a chem- 
ical manufacturing business—until December 
27, 1941, at which time it decided to organ- 
ize corporation B. Corporation B was or- 
ganized on December 29 and on the same 
date a part of the cash of corporation A 
and the operating assets used in the chemi- 
cal manufacturing business were transferred 
to corporation B in exchange for all the 
stock of B. Immediately thereafter, on the 
same day, corporation A liquidated by dis- 
tributing to its stockholders in exchange for 
their stock all its assets, consisting of cash, 
marketable securities, and the stock of cor- 
poration B. Taxpayers, as trustees of the 
estate, were the sole stockholders of A. 
Taxpayers urged that there was no plan of 


reorganization, that the plan was one of 
simple liquidation of the old company and 
that the new company was organized merely 
to facilitate that liquidation. It was the 
opinion of the Tax Court from the evidence 
that the real end desired was not complete 
liquidation but rather partial liquidation. 
There was no intention to liquidate the 
business completely. Had taxpayers received 
only the stock of the new company in ex- 
change, Code Sec. 112(b)(3) would have 
operated to prevent recognition of gain or 
loss. Sec. 112(c)(1) provides, however, that 
if the exchange would be within Sec. 112 
(b)(3) were it not for the fact that money 
or other property besides the stock was 
received, then the gain is to be recognized 
partially, that is, in an amount not in excess 
of the money and the fair market value of 
the other property. It was found that the 
stockholders realized a gain of $66,000 on 
the transaction, which was less than the 
amount of cash received by them and less 
than the accumulated earnings and profits 
of A. Accordingly, it was held that there 
was a reorganization within the meaning of 
Sec. 112(g)(1)(D), and that, although not 
so expressly declared, the distribution to 
taxpayers was made in pursuance of a “plan” 
of reorganization and had the effect of the 
distribution of a taxable dividend within the 
meaning of Sec. 112(c)(2). Estate of John 
B. Lewis, Harriet S. W. Lewis, John B. Lewis, 
Jr., Arthur H. W. Lewis, Trustees v. Com- 
misstoner, CCH Dec. 15,029. 


Deductions: Contributions by individu- 
als: Lowell Observatory: Scientific pur- 
pose: Supported by private trust: When 
not deductible-—Taxpayer in 1940 contrib- 
uted sums of money to the trust estate oi 
Percival Lowell for use in carrying on scien- 
tific work at the Lowell Observatory al 
Flagstaff, Arizona and claimed such con- 
tributions as a deduction under the provi- 
sions of Code Sec. 23(0)(2). The work 
carried on at the Observatory is admittedly 
of a scientific nature. The Observatory is 
not a separate or distinct entity but is an 
inseparable part of the trust itself. ‘The 
trust estate itself could not be considered as 
a separate entity operated exclusively for 
scientific purposes, since the widow of Per- 
cival Lowell received approximately one- 
half of the income of the trust and had the 
right to live in residences owned by the 
trust. Accordingly it was held that such 
contributions were not deductible. Roger 
L. Putnam v. Commissioner, CCH Dee. 
15,075. 
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Capital Gains in Personal Holding Company Income—Continued 


from page 447 








per cent capital gain tax should be paid. 
Thus, in Example A of my illustration, it 








should be correct to attach a schedule to 
Form 1120H as follows: 





Section 117 (c) (1) 


Line 29 (1945 form—line 28) 25% of item 24. 
Line 30 (1945 form—line 29) alternative tax. . 
Less—normal and surtax (Form 1120). 


Balance—limitation on personal holding surtax per 


. $5,000 


240 





While the above does not conform with 
the direction on line 30 (1945—line 29) that 
the alternative tax represents the aggregate 
of item 28 plus item 29 (1945—item 27 plus 
item 28), it does conform with Section 117 
tc} (4) 


It is submitted that the above method of 
indicating the limitation on personal hold- 
ing surtax is in conformity with the In- 
ternal Revenue Code and obviates the 
incongruous result mentioned. This sugges- 
tion agrees with the explanation given on 
page 4077 of the 1945 CCH Standard Fed- 
eral Tax Reporter. Further reference is 
made to the explanation on pages 4192 and 
4193 of the 1946 CCH Standard Federal 
Tax Reporter. As pointed out in this ex- 
planation, carrying out the instructions on 
the forms would seem to have no basis in 


law and to lead to a result not intended by 
Congress. 


The Revenue Act of 1945 reduced the sur- 
tax for 1946 on corporations from ten per 
cent to six per cent on taxable income not 
over $25,000. Under this act the combined 
normal tax and surtax will be twenty-one 
per cent on net income up to $5,000; twenty- 
three per cent on net income between $5,000 
and $20,000, and twenty-five per cent on 
net income between $20,000 and $25,000. 
Hence, on returns covering 1946 and there- 
after, the alternative tax of twenty-five per 
cent will not be the lesser tax and will not 
prevail unless the total taxable income in- 
cluding capital gains exceeds $25,000. For 
this reason the double tax on capital gains 
is more likely to result on future returns 
if the strict wording of the instructions on 
the forms is followed. [The End} 





+ Following is the text of a letter dated March 
8, 1946, and signed by E. I. McLarney, Acting 
Deputy Commissioner [CCH { 6157]. 


‘Reference is made to your letter dated Sep- 
tember 4, 1945, referring to an article by J. 
Stanley Halperin, Esq., in the June 1945 issue 
of Taxes, and requesting advice as to what nor- 
mal tax, surtax and personal holding company 
tax would be payable by a personal holding 
company having a net long-term capital gain of 
$100,000.00 and no other income. 


“It is your contention that the excess of net- 


long term capital gain over net short-term cap- 
ital loss should not be taxed in excess of 25 per- 
cent and to accomplish this end the normal tax, 
surtax, and personal holding company tax 
should be aggregated for the purpose of com- 
paring the total tax liability computed without 
the benefit of section 117 (c) (1) of the Internal 
Revenue Code with the total alternative tax pro- 
vided for in that section, 


“Section 117 (c) (1) of the Code provides that 
the alternative tax shall be in lieu of the tax 
imposed by sections 13, 14, 15, 204, 207 (a) (1) 
or (3), and 500, only if such tax is less than the 
tax imposed by such sections; therefore, the 
total tax liability of a personal holding com- 
pany, having no other income than a net long- 






Capital Gains 


term capital gain of $100,000.00 would not be in 
excess of $25,000.00. 


‘In the situation where a personal holding 
company is liable, under Chapter I, for a normal 
tax and surtax on net long-term capital gains 
at an effective rate of less than the alternative 
tax rate of 25 percent provided by section 117 
(c) (1) of the Code, the terms of the statute in 
effect permit an allocation of the alternative tax 
necessary to bring the tax on such income, in- 
cluded in the undistributed subchapter A net 
income, up to a maximum of 25 percent. The 
simplest method of determining the total liabil- 
ity prescribed by the Code would first require 
a Chapter I computation and determination of 
the effective rate to which the net long-term 
capital gain would be subjected. The amount 
shown to be due would be assessable as the 
Chapter I tax on Form 1120. However, when 
the alternative tax computation is being made 
for the personal holding company return, the 
amount shown to be due may be reduced by the 
portion of the Chapter I tax attributable to 
the net long-term capital gain. The resulting 
figure should then be entered on line 28 of 
Form 1120H for 1945 as the personal holding 
company surtax with respect to the excess of 
net long-term capital gain over net short-term 
capital loss.’’ 





STATE TAX 


ALABAMA 


June 1 


Automobile dealers’ reports due. 


June 10 


Automobile dealers’ reports due. 

Report and payment of service licensees 
of alcoholic beverages due. 

Reports of manufacturers and distributors 
of alcoholic beverages due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ reports 
due. 


June 15—— 
Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 
Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 
Motor carriers’ mileage report and tax 
due. 
Oil and gas conservation tax report and 
payment due. 
June 20 


Automobile dealers’ reports due. 
Coal and iron ore mining tax report and 
payment due. 


Gasoline tax report and payment due. 
Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax reports and payments due. 


ARIZONA 


June 1 
Insurance business license tax due. 
Theater license fee due. 

June 5 
Alcoholic beverages licensee’s report due. 


First Monday: 


Railroad property tax returns due. 
Telephone and telegraph company prop- 
erty tax returns due. 


Second Monday. 


Tax due on unsecured personal property 
within $200 value. 


June 10—— 


Report and payment of wholesalers of 
malt, vinous and spirituous liquors due. 
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CALENDAR 


June 15—— 


Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Second half of income tax due. 

Use fuel tax report and payment due. 


June 25—— 

Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 

June 30 

Contractor’s license fee due. 

Corporation registration fee and report 
due. 

Express company reports due. 

Private car line property tax returns due. 


ARKANSAS 
June 1 
Severance tax permits expire. 
June 10—— 


Alcoholic beverages consumers’ sales taxes 
due. 

Cigarette reports due. 

Motor fuel carriers’ reports due. 

Natural resources severance tax report 
and payment due. 


June 15—— 

Alcoholic beverage reports due. 

Oil and gas reports and payments due. 
June 20 


Gross receipts tax report and payment 
due. 


Use fuel tax report and payment due. 
June 25—— 


General gasoline taxes and reports due. 
Motor vehicle report on fuel brought into 
state due. 


CALIFORNIA 
June 1 


Common carrier distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
June 15—— 


Beer and wine report and tax due. 
Distilled spirits report and tax due. 
Use fuel tax report and tax due. 


June 20—— 
Motor carriers’ gross receipts tax due. 
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COLORADO 
June 5—— 


Alcoholic beverage manufacturers’ reports 
due. 


Motor carriers’ tax due. 


June 10 
Motor carriers’ reports due. 


June 15—— 
Coal mine owners’ reports due. 
Sales tax reports and payments due. 
Use tax reports and payments due. 


June 25—— 
Coal royalty tax due. 


Gasoline (including diesel fuel) tax re- 
ports and payments due. 


CONNECTICUT 
June 1 


Gasoline tax due. 


June 10 
Cigarette tax report, due. 


June 15—— 
Gasoline and use fuel tax reports due. 


June 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


State Tax Calendar 


DELAWARE 
June 1 


Annual statements of express, telegraph, 
and telephone companies due. 

Branch stores” license fees and applica- 
tions due. 


General occupational licenses expire. 


Manufacturers’ license fees and applica- 
tions due. 


Merchants’ license fees and applications 
due. 
First Monday 


Gross receipts tax on steam, gas, and 
electric companies due. 


June 15—— 
Filling stations’ gasoline tax reports. 


Reports of manufacturers and importers 
of alcoholic beverages due. 


June 30—— 
Alcoholic beverage licenses expire. 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


Last day to pay franchise taxes without 
interest. 


DISTRICT OF COLUMBIA 


June 10—— 


Reports of licensed manufacturers and 
wholesalers of beer due. 


Reports of licensed manufacturers, whole- 
salers or retailers of alcoholic beverages 
due. 


June 15—— 
Tax on beer due. 
June 25—— 
Gasoline tax report and payment due. 


FLORIDA 


June 1 


Motor transportation companies’ reports 
and taxes due. 


June 10—— 


Agents’ and wholesalers’ cigarette tax 
reports due. 


Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 
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June 15—— June 10—— 
Gasoline sales, use and storage reports Motor carriers’ mileage tax due. 
and taxes due. June 15 
Transporters’ and carriers’ alcoholic bev- Aleuiiiie t : _— 
erages reports due. icoholic beverage tax reports due. 
Cigarette tax return due. 
June 25—— Electricity tax report and tax due. 
Gas tax report and tax due. 


Oil and gas severance reports and taxes 
Messages tax report and tax due. 











































due. 
Sales tax report and payment due. 
June 20—— 
GEORGIA Gasoline tax report and payment due. 
June nes ; June 30—— 
Cigar and cigarette reports due. Transporters’ gasoline tax report due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 
June 15 INDIANA 
Income tax second installment due. June 1 
Malt beverage tax report due. Alcoholic vinous beverage tax due. June 
Cs 
June 20—— June 15—— 
Gasoline tax report and payment due. Alcoholic vinous beverage tax due. Jun 
Fuel use tax reports and payments due C 
IDAHO June 20—— June 
Bank share tax report and payment due. A 
June 1 Building and loan associations’ intangibles 
Mining license tax payment due. tax reports and payments due. M 
June 10 June 25—— 
Dairy products substitutes dealers’ reports Gasoline tax report and payment due. Jun 
due. C 
June 15—— IOWA ¢ 
Beer dealers’, brewers’ and wholesalers’ 
reports due. June 10—— \ 
Cigarette wholesalers’ drop shipment re- Carriers’ gasoline tax reports due. 
ports due. Cigarette vendors’ reports due. 
Electric generating companies’ kilowatt Class “A” permittees’ beer tax report and § Jun 
hour statement and tax payment due. payment due. : 
Fuel dealers’ reports and tax payments { 
due : June 20—— < 
Gasoline dealers’ tax report and payment Distributors’ gasoline tax report and pay- 
due. ment due. 
Public utilities’ statement and tax due. Jur 
June 30 ( 
Fourth Monday: Cigarette tax permits expire. 
Property taxes second installment due. Gasoline pump licenses expire. Jur 
( 
June 30 
Beer tax, additional, due. 
Ju 
ILLINOIS 
June 1—— 
Ju 


Private car line companies’ property tax 
(first installment) due. 

Real property taxes (first installment) and 
personal property taxes except in Cook 
County due. 
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KANSAS 
June 1—— 
City amusement licenses expire. 


June 5—— 
Cigarette distributors’ reports due. 


June 10—— 


\lcoholic and malt beverage wholesalers’ 
and distributors’ reports and taxes due. 

Malt beverage dealers’ reports and taxes 
due. 


June 15—— 


Carriers’ gasoline and fuel use tax reports 
and fees due. 


Compensating tax report and payment 
due. 


\fotor carriers’ gross ton mileage tax re- 
port and payment due. 


June 20—— 


Sales tax report and payment due. 

Use fuel report and payment due. 

Second installment of property and grain 
handling taxes delinquent. 


June 25—— 
Gasoline tax report and payment due. 


June 30 


Carriers’ 6 month deposit due. 


KENTUCKY 
June 1 
Louisville business privilege tax due. 
June 10— 


Amusement and entertainment report and 
tax due. 

Cigarette tax reports due. 

Refiners’ and importers’ gasoline tax re- 
port due. 
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June 15—— 


Alcoholic beverage reports due. 

Fuel use tax reports and payment due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax reports 
and payment due. 


June 20—— 


Oil production tax report and payment 
due. 


June 30—— 


Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 
June 1—— 


Public utilities’ license tax due. 
Tobacco wholesalers’ reports due. 


June 10—— 
Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


June 15—— 

Alcoholic beverage carriers’ reports due. 

Income tax returns and tax for foreign 
corporations without Louisiana office due. 

Intoxicating liquor manufacturers’ and 
dealers’ report due. 

Lubricating oil carriers’ reports due. 

Tobacco report due. 


June 20—— 


Alcoholic beverage reports and taxes due. 

Fuel use tax report and payment due. 

Gasoline dealers’ reports and tax due. 

Kerosene dealers’ reports and tax due. 

Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax report 
and payment due. 

Sales and use tax report and payment due. 


MAINE 
June 1 


Annual franchise tax report of domestic 
corporations due. 


June 10 


Malt beverages manufacturers’ and whole- 
salers’ report due. 


June 15—— 
Use fuel tax report and payment due. 


June 30—— 
Gasoline tax report and payment due. 
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MARYLAND 


June 5—— 
Public passenger motor vehicles’ report 
of excess operations due. 


June 10—— 
Admissions tax payment due. 


June 30—— 
Report of purchasers of cargo lots of 
motor fuel due. 
3eer tax report and payment due. 
Gasoline tax report and payment due. 
Insurance company license expires. 


MASSACHUSETTS 


June 1 
Public utility taxes due thirty days after 
date of tax bill, but not before June 1. 


June 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


June 20—— 


Cigarette distributors’ tax report and pay- 
ment due. 


June 30—— 
Cigarette licenses expire. 
Motor fuel tax report and payment due. 








MICHIGAN 
June 1 
First half of specific taxes on public utili- 
ties due. 


Oil and gas producers’ severance tax and 
reports due. 


June 5—— 


Carriers’ gasoline tax report and payment 
due. 


June 10—— 


Common and contract carrier report and 
fees due. 


June 15—— 
Sales and use tax reports and payments 
due. 
June 20 
Distributors’ gasoline tax report and pay- 
ment due. 
Last day to make gas and oil severance 
tax report and payment. 
June 30 


Sales tax license expires for nonfiscal tax- 
payer. 
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MINNESOTA 
June 1 
Annuities on income payments reserved 
due. 
June 10—— 
Wholesalers’, brewers’, and manufacturers’ 
alcoholic beverage reports due. 


June 15—— 
Interstate motor carriers’ mileage tax due. 
Quarterly installment of income taxes due. 


June 23 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 


June 30—— 
Oleomargarine (dealers) licenses expire. 
Railroad reports of physical property 
valuation due. 








MISSISSIPPI 





June 1 
Application for homestead exemption due. 
Information reports of railroads are due. 
Electric light and power, express, pipe 
line, railroad, sleeping car, telegraph 
and telephone companies file application 
for license on this date. 

Assessment against each car company to 
be made by the State Tax Commission. 


June 5—— 
Factories’ reports due. 


June 10—— 
Admissions tax reports and payment due. 


June 15—— 

Alcoholic beverages reports due. 

Gasoline tax reports and payment due. 

Report of manufacturers, distributors and 
wholesalers of tobacco due. 

Sales tax reports and payment due. 

Second quarterly installment of income 
tax is due where the return is made 
on a calendar year basis. 

Timber severance tax reports and pay- 
ment due. 

Use tax reports and payment due. 


June 25—— 
Oil severance tax and report due. 


MISSOURI 





June 1 
Kansas City taxes due. 
June 5—— 


Non-intoxicating beer permittees’ report 
due. 
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June 15—— 
Alcoholic beverage report due. 


Retail sales tax reports and payment due. 
June 25—— 


Use fuel tax report and payment due. 


MONTANA 
June 15 
Corporation license (income) taxes due. 
Report and payment of brewers, whole- 
salers and transporters of beer due. 

Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 


June 20—— 
Reports of producers, transporters, dealers 
and refiners of crude petroleum due. 


June 25 
Pipe line companies, annual reports due. 


NEBRASKA 
June 5—— 


Grain warehouse operators’ reports due. 


June 10—— 
Employment agencies reports due. 


June 15—— 

Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 

All monthly motor vehicle fuel tax re- 
ports and payments due. 

Gasoline sales and usé tax reports and 
payments due. 

Itinerant vendors’ reports due. 

Potato shippers’ monthly reports due. 


and 


NEVADA 
June 10 
Liquor 
due. 
June 15 
Gasoline carriers’ tax report due. 
Liquor reports of importers and manu- 
facturers due. 
June 25 
Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due 


reports of out-of-state vendors 


NEW HAMPSHIRE 


June 10 
Alcoholic beverages reports due; permit- 
tees’ payment due. 


Unlicensed fire insurance companies’ agents’ 


monthly reports due. 
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June 15—— 
Use fuel tax report and payment due. 


June 30—— 
Carriers’ reports of motor fuel deliveries 
due. 
Motor fuel report and tax due. 
Tobacco products tax licenses expire. 


NEW JERSEY 
June 1 
Insurance companies’ tax due. 


June 10—— 
Municipalities’ busses’ gross receipts re- 
port and tax due. 
Municipalities’ jitneys’ gross receipts re- 
port and tax due. 
Report and excise tax on interstate busses 
due. 


June 30 
Carriers’ gasoline tax report due. 
Distributors’ gasoline reports and pay- 
ment due. 


NEW MEXICO 
June 15—— 


Occupational gross income tax reports 
and payment due. 

Oil and gas conservation report and pay- 
ment due. 

Severance tax and report due. 


June 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


June 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 


NEW YORK 
June 15—— 
New York City gross receipts tax and 
return due. 


June 20—— 
Alcoholic beverage taxes and reports due. 


June 25—— 

New York City conduit companies’ taxes 
and reports due. 

New York City public utility excise re- 
turns and payments due. 

Quarterly report and additional tax on 
utilities due. 

Utilities whose gross income is less than 
$1500 for a quarterly period file one 
annual report. 
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June 30—— 
Gasoline tax reports and payment due. 














June 20—— 





Dealers’ gasoline tax reports due. 





































































































































































Last day for payment of second half of Im 
real property and public utility real and 1 
] ; NORTH CAROLINA tangible personal property taxes. Mz 
une 
Business license taxes and reports due. June 30 ‘ ; June 
Chain store tax duc. Carriers’ gasoline tax report due. Fx 
June 10 June 30- : 
Carriers’ gasoline tax reports due. Gasoline tax due. - 
Railroads’ alcoholic beverage report and ia 
tax due. 
Tobacco (scrap or untied tobacco) deal- OKLAHOMA June 
ers’ reports due. June 1 G: 
Unfortified wine additional tax and re- Excise tax on petroleum report and tax 
ports due. due. 
Oil, gas and mineral gross production re- 
June 15—— : : 
orts and payment due. 
Income tax of nonfiscal taxpayers due. P — June 
Sales tax report and payment due. June 5—— : A: 
Spirituous liquor tax due. Reports from mines, other than coal, due. 
Use tax report nd payment due. June 10—— ‘eB 
June 20—— Airports’ gross income report and tax due. 
Franchise bus carriers’ and franchise haul- Cigarette tax reports due. Jun 
ers’ reports and payments due. Coin-operated music boxes reports and M 
Gasoline and other motor fuels taxes and tax due. ' 
reports due. Non-intoxicating alcoholic beverage re r 
ports and payment due. 
1 Jun 
NORTH DAKOTA — iliac ae 
June 1 Gasoline dealers’, retailers’ and carriers C 
; 
age ‘ repor e. 
Oil inspection reports due. scanmeaeten on petroleum products, re- 
Filing of returns for property assessment. P P ; 
port and tax due. 
June 10—— Sales tax reports and payment due. 
Cigarette distributors’ tax due. Tobacco products reports due. 
ur 
June 15—— June 20 J A 
Beer tax reports and payment due. Coal mine operator’s report due. I 
Gasoline tax reports and payment due. Fuel use tax report and payment due. I 
Interstate motor carriers’ tax due. Gasoline distributors’ reports and payment 
Liquor transaction invoices and tax due. due. < 
Second installment of income tax on cal- Use tax reports and payment due. 
endar basis due. ] 5 Jur 
une 30—— ] 
June 25- Fur dealers’ reports due. ( 
Use fuel tax reports and payment due. 
June 30 
Cream station and dairy reports due. OREGON ju 
Grain warehouse reports due. June 10—— : 
Oil production tax reports and payment 
due. 
OHIO 
June 10—— June 15—— ; 
Admissions tax report and payment due. Annual butterfat tax due. 
Cigarette wholesalers’ report due. 0 
Class “A” and “B” permittees’ alcoholic June 2 : 
beverage reports due Alcoholic beverage tax report and pay- 
June 15 3 : : ment due. je 
: ; N iers’ r anc x : 
License fee for railroads, express compa- ee 9 talaga sa Pace 
: : ae Use fuel tax report and payment due. 
nies and steamships transmitting money 
due. June 25—— 
Use tax report on cigarettes due. Gasoline tax payment and reports due. 
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PENNSYLVANIA 
June 10—— 
Importers’ of spirituous and vinous liq- 
uors report due. 
Malt beverage reports due. 


June 15—— 

Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


June 30—— 
Gasoline tax reports and payment due. 





alf of 
al and 










nd tax 





ion re- 


RHODE ISLAND 





June 1 

Annual franchise tax on 
porations due. 

Tobacco product license and permit fees 








domestic cor- 





ul, due. 








































ax due. due. 
June 10—— 
ts and Manufacturers’ alcoholic beverage report 
due. 
~~ Tobacco product tax reports due. 
June 15—— 
— Assessment date for general property tax. 
Gasoline distributors’ monthly report and 
—— tax due. 
- SOUTH CAROLINA 
June 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ report due. 
due. Power tax and report of public utilities 
ayment dur. 
Soft drink tax report and payment due. 
June 20—— 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 
June 30—— 
Quarterly phosphate royalty due. 
Coin-operated vending machines, billiard 
aye parlors, bowling alley and skating rink 
licenses due. 
Public service company gross earnings 
reports due. 
nd pay- SOUTH DAKOTA 
lue. June 1 , ’ 
ely Motor carriers of passengers’ tax due. 
Public grain warehouse reports due. 
Sleeping car companies’ property tax re- 
s due. turn due between this date and July 1. 
lagazine § State Tax Calendar 








June 10—— 





Employment agency reports due. 
Interstate motor carriers’ reports and 
taxes due. 


June 15—— 
Alcoholic beverage reports due. 
Dealers’ and carriers’ gasoline tax report 
due; tax due in 30 days. 


June 20—— 
Passenger mileage tax due. 








TENNESSEE 
June 1 
Chain store tax and statement due. 
June 10 


Barrel tax on beer due. 

Carriers’ gasoline tax report due. 

Last day to make alcoholic beverages 
report. 


June 15 
Carriers’ of use fuel report due. 
Users’ of fuel file report. 


June 20 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 








TEXAS 





First Monday 
Railroads report to Board of Equalization 
of county of principal office. 





June 1 
Cigarette distributors’ and solicitors’ re- 
ports due. 
Express company report and tax due. 
Franchise tax due. 


June 15—— 
Tax remittance and report due from oleo- 
margarine dealers. 


June 20 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due. 
Oil and gas well services’ reports and 
gross receipts tax payments due. 
Users of liquified gases and liquid fuel 
tax reports and payment due. 


June 25—— 
Carbon black production tax report and 
payment due. 
Oil production tax reports and payment 
due. 
Prizes and awards of theatres tax reports 
and payment due. 
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Natural gas production tax and report 
due. 
Oil carriers’ report due 











UTAH 

June 1 

Mining occupation tax due. 
June 10 

Carriers’ use fuel tax report due. 
June 15 

Use fuel tax report and payment due. 
June 25—— 


Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


June 30 
Cigarette license expires. 
Alcoholic beverage license expires. 





VERMONT 





June 10 
Alcoholic beverage tax reports and pay- 
ment due. 
June 15—— 
Electric light and power companies’ re- 
port and tax due. 
June 20 
Alcoholic beverage manufacturers’ returns 
due. 
June 30 


Gasoline tax reports and payment due. 








VIRGINIA 





June 1 
Corporation income tax due. 
Information income tax return by 

dividuals due. 
Taxes assessed against bank stockholders 
due from banks. 


June 10—— 
3eer dealers, bottlers and manufacturers 
report due. 


June 20 
Carriers’ gasoline tax reports due. 
Use fuel tax reports and payment due. 


June 30—— 

Alcoholic beverage licenses expire. 

Common and contract motor fuel carriers’ 
licenses expire. 

Gasoline tax reports and payment due. 

Motor vehicle manufacturers’ and dealers’ 
licenses expire. 

Quarterly licenses expire. 


510 


in- 








WASHINGTON 








June 10 
Brewers’, distillers’, manufacturers’ and 
wineries’ reports due. 











Jun 
June 15—— Q 
3utter substitutes reports and payment 
due. 
Cigarette reports due. Pp 
June 20—— 





3utterfat tax due. 
Use fuel tax reports and payment due. 


June 25—— 


Gasoline tax reports and payment due. 















































































P 
WEST VIRGINIA 
June 10 
3rewers’ and beer distillers’ reports and 
taxes due. I 
Winery and distillery licensees’ reports 
due. 
June 15—— 
Sales tax reports and payments due. I 
June 30 
Gasoline tax reports and payment due. 
Motor vehicle registrations and carriers’ 
permits expire. 
I 
WISCONSIN 
June 1 I 
Beer tax reports due. 
June 10 
Intoxicating liquor and wine tax reports 
due. 
Tobacco products returns due. i 
June 20 
Gasoline tax reports and payment due. | 
June 30 oa 
Motor truck registration expires. ap 
Railroad, telegraph, express and sleeping — p; 
car companies’ property tax installment § gif 
due. Th 
vo 
co} 
WYOMING tin 
June 10 | 
Carriers’ gasoline tax reports due. co 
June 15—— He 
Dealers’ gasoline tax reports due. p pi 
Monthly gasoline tax and report due. ‘ 
Motor carriers’ report and compensatory = 
fees due. % 
Sales tax reports and payment due. a 
Use tax reports and payment due. ” 
Wholesalers’ gasoline tax reports due. 
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S ciple. 
) there are tables and indexes of cases cited, 
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Quarterly payments due on 1945 income 
and excess-profits taxes for calendar- 
year corporations, estates and trusts. 


Payment date of one-fourth of 1946 
estimated income tax of calendar-year 
individuals in excess of credits on 
declarations due March 15, 1946. Due 
date for payment of one-third of 1946 
estimated tax over credits on decla- 
rations due this date (June 15). 


Payment date of tax withheld at the 
source under Code Secs. 143 (tax-free 
covenant bonds) and 144 (nonresident 
foreign corporation) for calendar-year 
1945. 

Last day to file income tax returns of 
nonresident alien individuals and non- 
resident foreign corporations for calen- 


dar year 1945. 


Due date of income and excess profits 
returns by corporations, trusts, and 
estates with fiscal year ending on 
March 31. Forms 1120, 1121, and 
1041. 


Return of stamp account by brokers, deal- 
ers in securities, etc., due for May 1. 
Form 828. 


Due date, by general extension, of re- 
turns for year ending December 31 in 
the case of: (1) foreign partnerships; 

(2) foreign corporations which main- 











special-assistant to the 
President, resumed his work on estate and 
gift taxes which was halted by the war. 
The present book supplements his original 


| volumes, adding the latest regulations and 


court decisions as well as a wealth of per- 
tinent discussions. 


The 1946 Supplement contains complete 
coverage of the recent provisions relating 
to powers of appointment and life insurance 
plus a new treatment of the Hallock prin- 
For ease in putting the book to work 


authors and subject matter, all alphabeti- 
cally arranged. A number of new sections 
This edition should 
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FEDERAL TAX CALENDAR | 


June 15— 


CURRENT BOOKS OF INTEREST—Continued from page 491 


a 


tain an office or place of business in 
the United States; (3) domestic corpo- 
rations which transact their business 
and keep their records and books of 
account abroad; (4) domestic corpo- 
rations whose principal income is from 
sources within the possessions of the 
United States; and (5) American 
citizens residing or traveling abroad, 
including persons in the military or 
naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120 and 1121, (5), 
Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
January 31, in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees 
of such estates or trusts. 


Monthly information return of stock- 
holders and directors of foreign per- 
sonal holding companies due for May. 
Form 957. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended Sep- 
tember 30, 1945. Forms 1120, 1121, 
1120H (personal holding company), 
1120L and 1120M (insurance companies). 


july 1 
Returns for excise taxes due for May. 


Forms 726, 727, 728, 728(a), 729, 932. 








prove to be of real value to those who must 
battle with estate and gift taxes in their 
present complicated condition. 

The author is one of the most prominent 
men in the tax world. He is a member 
of the New York Bar and visiting Sterling 
lecturer on taxation at Yale Law School. 
As a former Treasury official, he helped 
convert our tax structure to a war basis. Now 
he has a new government job as a special 
assistant to the President and is conducting 
negotiations for the State Department with 
various European nations who were neutral 
during the war on the subject of external 
German assets. 











LETTERS 


State Community Property Laws 
Mr. Palmer Hutchinson: 


The following letter from the Attorney Gen- 
eral of the State of Lowisiana addressed to a 
Houston law firm is of interest to all troubled 
with the community property problem. 


Shortly after the decisions in the Rompel 
and Wiener cases, you wrote me that you 
felt that in order to escape some of the 
hardship resulting from these decisions, the 
Texas legislature should adopt a statute 
permitting a voluntary agreement between 
husbands and wives to dissolve and liquidate 
the community partnership. You suggested 
that husbands and wives could avail them- 
selves of this statute, when it seemed ad- 
vantageous, in order to avoid the impact of 
Federal estate taxes based on the entire 
community partnership estate. 

As you know, a dissolution and liquidation 
of the community partnership under such 
a statute would give rise to a gift tax, 
because of the existing regulation adopted 
by the Internal Revenue Bureau, presumably 
under the authority of, and in order to 
implement, the 1942 Community Property 
Amendments. Regulation 108, Section 86.2 
of the Federal Gift Tax Act provides: 


“The rule * * * applies alike to a trans- 
fer by way of gift to community property 
to a third party, or third parties, to a divi- 
ston of such community property between 
husband and wife into the separate property 
of each, and to a transfer by the husband 
and wife of any part of such community 
property into the separate property of 
either of the husband or of the wife * * *” 
It is difficult to see how a liquidation and 

partition of partnership assets, as a matter 
of law and fact, could involve a gift by either 
partner. Since such a transaction is not in 
fact or law a gift, and has never in the past 
been so considered, ordinarily one would 
reach the conclusion that the regulation of 
the Treasury Department, attempting to apply 
the gift tax statute to a voluntary dissolution 
of the community partnership, is unjustifi- 
able and illegal as being beyond the meaning 
and intendment of the Federal gift tax statute. 
The fact, however, that such a regulation 
is not justifiable as a matter of statutory 
interpretation and construction, and amounts 
to bureaucratic legislation, will not, in my 
opinion, impress and convince our present 
Supreme Court if the question is later raised 
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in the Federal Courts. I am sorry to confess 
that I have become such a pessimist with 
regard to the possibility of success in our 
federal courts, even when we rely on argu- 
ments we have always considered lawyer- 
like and sound. 


There would, however, be one advantage 
in adopting a statute in Texas and Louisiana 
permitting a voluntary dissolution of the 
community partnership. If, later on, legis- 
lation is adopted by Congress (and we know 
the attempt will be made) taking away the 
existing right of husbands and wives to 
divide the community partnership income, 
a voluntary dissolution of the community 
partnership would permit husbands and wives 
to make separate tax returns of the income 
from the property, which, after the disso- 
lution, would become separate property. It 
would be more advantageous for some hus- 
bands and wives to dissolve the community 
and pay the gift tax in order to benefit from 
the right to make separate returns of the 
community property after it was divided into 
separate property. 

Although State legislation, permitting a 
voluntary dissolution of the community part- 
nership, adopted after Congress passes legis- 
lation taking away our right to make sepa- 
rate returns, may be helpful, I am inclined 
to believe that such State legislation, if 
adopted by Congress taking away our right 
to make separate returns, might be danger- 
ous. The danger I have in mind is that the 
Government might attempt to apply the 
Harmon case as a basis for changing its 
regulations, 

The present decisions of the Supreme 
Court recognize our right to make separate 
returns. The decisions in the Rompel and 
Wiener cases recognize the validity of prior 
decisions under our existing community 
partnership laws. Moreover, the Treasury 
Department recognizes that it will be neces- 
sary for it to persuade Congress to adopt 
additional legislation in order to take away 
our existing right to make separate income 
tax returns. We will, of course, oppose and 
attempt to defeat such legislation. If, how- 
ever, before Congress adopts adverse legis- 
lation, we adopt state legislation permitting 
a voluntary dissolution of the community 
partnership. I fear that the Treasury Depart- 
ment and the Department of Justice, relying 
on the authority of the Harmon case, might 
attempt to take away our community part- 
nership rights by a change in its regulations 
and a test case in the federal courts. In my 
opinion, the Treasury Department might 
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w !lcome such an opportunity because they 


and have just reason to believe, that 
| ir chances of success in the courts would 
y greater than in Congress. 


VK ( 


ok 


n this connection, you will remember that 

Government, in its brief in the Harmon 
e, distinguished the optional feature of 
Oklahoma law from the option given in 
isiana, and other community property 
to contract against the community 
2 tnership in a prenuptial contract. The 
> vernment argued that the optional feature 


w jer the Oklahoma law was much broader 


ee 
anes 


as 





| 
| 
| 


la the prenuptial and negative option in 
[Louisiana law, and in this way attempted 


to listinguish the Pfaff and Seaborn cases. 
Tl » government, however, in its brief sug- 


ed that if the difference in degree did not 
ity a distinction, the Supreme Court 
id overrule the Pfaff case. You will 
ll that the Supreme Court recognized 
listinction between an option to contract 
nst the community partnership in a pre- 


de 

nuptial contract in the traditional community 
parinership states, where in the absence of 
such) a prenuptial contract, the law created 
the community partnership, and the Okla- 
homa law, which at that time gave an option 
at any time to husbands and wives to create 
a community partnership between them. 
\s you know, Oklahoma has subsequently 
amended its law, eliminating the option and 
creating the community by force of the 
statute. If a statute is adopted in Louisiana 
and Texas, permitting a voluntary dissolu- 


tion of the community partnership, at any 
tin | tear the government may take the 
position that the new legislation will put 
Louisiana and Texas in subsequently the 


samc practical position as husbands and 
wives in Oklahoma were at the time the 
Harmon case was decided, and argue that 


the option to dissolve the community part- 


nership was in substance the same in prin- 


ciple and legal effect as the Oklahoma option. 
[am fully aware that one option is a nega- 
tive option, and the other affirmative, and, 


opinion, the analogy I have suggested 
is unsound, Again, | 
t | have very 


am sorry to confess 
little confidence in sound 
and distinctions, our 
chances of success in the event of litigation, 
.in my opinion, the present Supreme 
is entirely sympathetic with the Trea- 
Department’s 
rights which they 
called “unfair” tax 


cal arguments or 


use 


desire to take away our 
both feel give us a so- 
advantage. 

I have outlined very hastily, and in a 
il way, my fears and the reasons why 
not inclined to feel that at this time 


uld attempt to have siate legislation 


Cnel 
| an 
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adopted in Louisiana and other community 
property states permitting a voluntary dis- 
solution of the community partnership. We 
are certain to have our fight in Congress, 
and if we are unsuccessful in preventing the 
adoption of legislation by Congress, taking 
away our right to make separate returns, 
I think then we should seriously consider 
the adoption of state legislation, which will 
lighten as much as possible the impact of 
the federal laws. 

I realize that in the meantime large estates 
in the community property state will suffer 
from discriminatory and large taxation. On 
the other hand, thousands of husbands and 
Wives in the community partnership states 
will continue, during this intermediate period, 
to benefit from the right to make separate 
income tax returns, 

(Signed) CHARLES E, DuNBAR, JR. 


Community Estates Problems 
Mr. M. N. Friedland 
Dear: Sir: 

I have enjoyed reading your articles on 
community property in the March and April 
issues of TAXEs. It seems to me that the 
1942 Revenue Act in its treatment of inheri- 
tance of community property is an abomin- 
able thing, and you seem to agree. Especially 
I liked your treatment (in the March article) 
of an editorial in the Chicago Sun. 

It has long appeared to me that, as to 
income tax, the Treasury Department has 
been attacking this problem from the wrong 
end. It would easy and fair 
merely to treat the income of all married 
people, including those in Illinois, as it is 
treated in the Community Property States— 
and then adjusting the rates to fit. I believe 
that the Department clings to its English 
law ideas largely because its attorneys are 
still smarting from their contact with the 
Texas lawyers back in the early thirties, 
which is holding a grudge a long time. 

Another thing I can not understand 
the placid way in which strong minded 
women, Women who to my knowledge lead 
the fight for suffrage, will sit by and let 
us men say that they are not gainfully em- 
ployed, that the husband is the only earner. 
Surely the wife is as active in promoting 
the purposes of the family partnership as 
is her husband. And even more surely, if 
of their earnings anything remains, that is 
at least as much due to her self denial as 
to It seems despicable to make her 
“inherit” the fruits of her efforts at his death. 


seem so So 


is 


his. 


Winnetka, [inois IX. HUMPHREY 
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